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Inflation and Stabilization Efforts 
in Chile, 1953-58 


By Francs H. Schott* 


Chile is one of the smaller South American countries. Well 
known for its striking geography—the country is 2,600 miles 
long and only an average of 100 miles wide—it is inhabited by 
about seven million people who are mainly of Central and South- 
ern European origin. Until 30 years ago, the country derived most 
of its income from copper and nitrate mining (concentrated in 
the arid north), and from the diversified agriculture of the 
country’s fertile central valley and the adjoining south. The rel- 
atively new and growing manufacturing industries, which now 
contribute importantly to the national income, are also encoun- 
tered in this region. The far south has large forest reserves but 
is largely undeveloped, except for the oil and sheep-wool indus- 
tries of the Magallanes area. 

Chile has a working democracy. The literacy rate is relatively 
high, and the people enjoy universal franchise. Under the 1925 
Constitution, a president is elected for a six-year term and may 
not succeed himself in the following term. Congressional elec- 
tions for the bicameral legislature are held quadrennially, at 
which times the entire House and half of the Senate is renewed. 
There has been no interruption of the electoral process since 
1931 when, at the height of the depression, President Ibafiez was 


*The author is a Special Assistant, Foreign Department, Federal 
Reserve Bank of New York, and a former member of the Klein & Saks 
Economic and Financial Mission to Chile. Among his former chiefs and 
colleagues on that Mission, he is especially indebted to Messrs. J. P. 
Carter, C. F. Knox, Jr., P. J. Glaessuer, E. Boorstein and M. Weissman, 
for many valuable exchanges of thoughts. The opinions expressed, how- 
ever, are entirely his own and do not pretend to reflect those of any 
institution with which he is or has been connected. 
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forced to resign. (Constitutional government was reinstated with 
the presidential election of 1932.) A multiplicity of political 
parties—about 20 are functioning at the moment—complicates 
the administration of the country, but is nonetheless strong tes- 
timony to the political freedom of Chileans. The working press 
is large, diversified in point of view, and has almost always been 
entirely free of censorship. 

For the last six years, Chile has been the scene of a great 
social drama, in which its people have escaped by a narrow 
margin the disastrous political and economic consequences of 
hyper-inflation, and are now struggling toward a degree of eco- 
nomic stability that would insure the resumption of economic 
growth and the safeguarding of the democratic tradition. The 
background of the impending catastrophe of 1953-55 and the 
struggle for stabilization since that time are here traced. 


II 


Chile has long suffered from inflation. In fact, the country is 
frequently cited as the outstanding example of chronic inflation. 
Statistics going back to 1875—such as they are—show that in 


not more than perhaps 15 out of the last 80-odd years has the 
Chilean peso failed to depreciate substantially—in terms of its 
rates of exchange with the world’s major currencies, in terms 
of its internal purchasing power, or in terms of both. Yet, al- 
though inflation became intensified over the decades, that accel- 
eration remained gradual until 1953. A cost of living index, 
first computed in 1928 and used until the end of 1957, showed 
annual increases averaging about 6 percent in 1931-35; 8 percent 
in 1936-40; 16 percent in 1941-45; 20 percent in 1946-50; and 
22 percent in 1951-52, the last years of “normal” inflation. In 
1953, the pace of inflation suddenly quickened. In that year the 
cost of living rose by 56 percent; in 1954 it climbed by 71 percent, 
and in 1955 it almost doubled in a single year, rising by 85 per- 
cent. 

A number of immediate factors as well as more basic struc- 
tural causes accounted for this change for the worse. There can 
be little doubt that the inflationary crisis of 1953-55 was gen- 
erated by a sudden and substantial deterioration of the Govern- 
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ment’s financial position in 1952-53, which in turn was the 
combined consequence of legislation occasioning large new expen- 
ditures and of the revenue-reducing effects of a decline in copper 
prices and exports. 

An election-minded Executive and Congress joined forces prior 
to the Presidential campaign of 1952 to enact several laws enor- 
mously raising salaries and pensions of Government workers and 
guaranteeing future annual adjustments of the remunerations by 
the full amount of, or even by more than, the preceding year’s 
cost of living increase. This guarantee was extended later to all 
white-collar workers in private employment. While this legis- 
lation differed only in degree and not in kind from earlier laws 
dealing with the same matters, the difference in degree was 
substantial. The average increase granted to Government workers 
in 1952, for example, was nearly 40 percent, while pensions and 
similar benefits were readjusted by over 50 percent, the total 
“package” exceeding by a considerable margin any comparable 
readjustments granted in earlier years. The proportion of the 
additional Government expenditures financed from noninflation- 
ary sources, moreover, was less than in earlier years. In par- 
ticular, the revenue estimates were artificially inflated by assum- 
ing a higher copper price—and consequently higher copper-tax 
income—than could reasonably be expected, and this unrealistic 
estimate served as the justification for a failure to vote new and 
higher taxes. (Copper taxes normally account for 15-25 per- 
cent of total Government revenues. ) 


The consequences of the financial legislation of 1952 did not 
become fully apparent until 1953. In that year, weakening cop- 
per prices and Chile’s temporary unwillingness to export at these 
prices combined to reduce copper-tax revenues substantially. 
Moreover, the Government’s budgetary problem was seriously 
aggravated by the occurrence and subsequent widening of a 
grievous split between the Executive and the Congress. Perform- 
ing a remarkable political comeback, President Ibafiez had been 
elected in 1952 on the basis of his personal appeal, but he failed 
in the Congressional elections or 1953 to gain the country’s en- 
dorsement of the party that had been organized to spur his 
presidential drive. Instead, Congress continued to be dominated 
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by the traditional parties. The prevailing antagonism between 
the Executive and the Congress continued to plague the country 
throughout President Ibafiez’s term, influencing unfavorably the 
progress of the subsequent stabilization program. 

Under the combined impact of heavy Government expenditure 
commitments, a weak copper market, and a lack of cooperation 
between the Executive and Congress in dealing with these prob- 
lems, massive and increasing deficit financing of Government 
expenditures through the banking system occurred in the years 
1953 to 1955. The fiscal deficit in turn generated an accelerat- 
ing spiral of price rises, credit expansion, exchange rate depre- 
ciation, and wage increases, in which all of these factors finally 
came to make mutually-intensifying contributions to a still further 
acceleration of the inflation. 

The initial inflationary impulse of a larger Government deficit 
was magnified in good part because the Government’s budget 
itself was not “‘inflation-proof” —i.e., the rise in Government 
revenues to be expected in the course of inflation lagged behind 
the increase in expenditures caused by inflation. Thus, major 
groups of income-tax contributors were permitted to pay taxes 
accruing in one year in the course of the following year, which 
meant that a substantial part of the real value of these taxes 
was lost to the Government. In the cases of many other taxes— 
especially real estate taxes and custom duties—the tax base was 
not adjusted as rapidly as prices rose. On the expenditure side, 
the Government was attempting to hold down the rise of the 
cost of living by subsidies for basic import commodities and 
failed to raise these controlled prices promptly as inflation pro- 
gressed. This failure made the subsidized commodities rela- 
tively less expensive than competing domestic and other imported 
goods, and stimulated their consumption at -the same time that 
the cost of the subsidy per unit of the commodities was increas- 
ing. An initial start toward larger government deficits, there- 


1 Some of the major political groupings are the Radicals, a nominally 
centrist party that is actually a somewhat unstable coalition of a right- 
of-center and a left-of-center faction; the right-wing Liberals and United 
Conservatives; the Christian Democratic party with ideological leanings 
similar to European parties of that name; and a Popular Front of loosely- 
allied parties of all shades of left-wing leanings. 
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fore, almost inexorably resulted in still larger deficits as time 
went by. 

Certain other links in the inflationary chain were of a more 
familiar type. Given the initial start toward accelerated infla- 
tion and the legal linking of the cost of living and wages, whole- 
sale salary and wage adjustments became a massive cost-raising 
factor. They then became the occasion for progressively more 
frequent and larger price increases on the part of producers, who 
in turn were attempting more and more to anticipate future cost 
increases instead of only compensating actual ones. Successive 
rounds of depreciation of the various effective rates of the coun- 
try’s complex multiple exchange rate system—forced by the ex- 
igencies of the deteriorating balance of payments position—led 
to abrupt and partially anticipatory price increases for imported 
goods. The monetary authorities, finally, had virtually no choice 
but to permit a rising rate of expansion of bank credit and the 
money supply, both to finance growing Government deficits and 
to meet the increasing demand for money to finance transactions 
at higher cost levels. 

More basic factors in Chile’s socio-economic structure contrib- 
uted to the long-term nature and the intensity of the inflation. 
The most important of these was what Chileans themselves 
often call the ‘‘struggle” or even ‘‘civil war” between the coun- 
try’s major economic interest groups. In essence, each of these 
groups utilized the particular instruments of economic policy 
that it could best manipulate in an attempt to secure for itself 
a larger share of the real national income. Salary earners, as 
already noted, secured legislation guaranteeing annual salary 
increases in line with or in excess of the increase of the cost of 
living, sought to influence the method of computing the increases 
in the cost of living index, and demanded special bonuses over 
and above the compensatory increases. Wage earners made use 
of strikes, legislation aiming at larger social benefits, and Gov- 
ernment subsidies for consumption staples. Businessmen found 
protection in their access to bank credit on easy terms and their 
ability to build monopolistic positions behind the wall of import 
restrictions. Farmers obtained guarantees of large and regular 
price increases for basic crops in line with increasing costs, as 
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well as special credit facilities and preferential income tax treat- 
ment. Exporters and importers utilized preferential exchange 
rates and quotas. And far from being able to adjudicate these 
conflicting aims or to impose its will, the Government’s main 
role had gradually become that of a participant in the struggle. 
Clearly, the financing of growing budget deficits through massive 
central bank credits could be viewed as an attempt by the fiscal 
authorities to secure and spend a larger share of the real national 
income than Chile’s taxpayers could actually be forced to provide 
for Government purposes. The country’s resistance expressed 
itself not only in the Government’s inability to obtain adequate 
new tax legislation but also in the prevalence of large-scale tax 
evasion. 

This chronic struggle became more bitter in 1953-55, primar- 
ily because the acceleration of the inflation itself increased the 
danger of substantial inroads on the real income of each special 
interest group. Consequently, certain groups refined and inten- 
sified the use of their economic weapons, which naturally called 
forth strong reactions on the part of groups that were tempo- 
rarily left behind. 

A second major structural factor contributing to the persistence 
and eventual acceleration of the inflation was the extremely slow 
long-term growth of the Chilean economy—a lag that made 
individual Chileans doubly aware of the importance of the “rela- 
tive share” in the national income their particular interest group 
was able to secure. 

Part of the explanation for the virtual stagnation of the Chilean 
economy over the last decades must be sought in the shattering 
blow dealt Chile by the collapse of its export markets for copper 
and nitrate in the 1930’s—consequences of the Great Depression 
and the development of synthetic fertilizers substituting for 
Chile’s nitrate. It is noteworthy, for example, that Chile’s inter- 
national terms of trade have never again been as favorable as 
they were in 1925-29. More important yet, however, inflation 
itself had gradually come to be the single most important factor 
impeding the growth of the economy. Thus, in a society that 
had traditionally placed great emphasis on high consumption 
levels rather than on saving and investing, inflation contributed 
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to a further decline in saving and to a misdirection of investment 
into “inflation-proof” real estate and foreign exchange balances. 
The Government, moreover, was increasingly unable to maintain 
and expand its investment in the most important types of “social 
overhead” projects, such as railroads, ports, highways, and irri- 
gation, since an ever-rising share of budgetary expenditures had 
to be diverted to the payment of salaries and pensions of a 
growing staff of Government workers. The expansion of Gov- 
ernment employment, in turn, was occasioned by attempts to 
provide the social services of a modern welfare state, by the 
desire to broaden the industrial base through Government par- 
ticipation in new industries, and by the shortfalls of Government 
investment in basic public facilities, which made their mainte- 
nance a problem requiring increased manpower. The slow growth 
of employment opportunities in the private economy, moreover, 
reflected: itself in heavy pressures to augment the Government 
payroll. 


Chile’s dependence on a few major exports for its exchange 
earnings and a substantial part of its budgetary revenue also was 
aggravated by and in turn partly caused the economy’s slow 
growth. Ever since 1931 the country had employed exchange 
restrictions, which were characterized by a combination of mul- 
tiple exchange rates and quantitative restrictions on imports and 
exports. The system as a whole had been manipulated to 
achieve social and political as well as economic objectives—in- 
cluding the subsidizing of food products and raw materials 
deemed essential, the curtailing of agricultural exports that were 
important items of domestic consumption, and the limiting or 
shutting out of imports that might have competed with the 
products of new and established industries. During the entire 
25-year period ended in 1955, but especially during the years 
of accelerated inflation in 1953-55, the exchange system was 
subject to substantial lags in exchange rate adjustments behind 
the domestic inflationary spiral. This situation created an almost 
permanent cost squeeze on actual and potential exporters, thus 
discouraging foreign and domestic investments in export indus- 
tries in general, and particularly in mining and agriculture (the 
sectors most hampered by the exchange system). The import 
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licensing system, furthermore, was subject to pressures originating 
from excess demand for exchange so severe that the most arbi- 
trary administrative devices had to be used to adjust imports to 
exchange availabilities. Thus Chile was losing the measuring 
rod of international prices for the allocation of its own economic 
resources, and the growth of the country’s international trade 
and of its national income was thereby retarded. 


Perhaps the most basic factor contributing to the lag in eco- 
nomic progress, however, was the virtual abandonment of a 
rational method for distributing Chile’s national income. Al- 
though, as already noted, each major economic interest group 
had developed its own defense mechanism against inflation, there 
were actually wide differences in the bargaining strength and the 
effectiveness of the legal weapons available to each group. The 
relative gains and losses of the various groups varied over time, 
of course, and it is very difficult to be categorical about the long- 
term redistributive effect of the inflation. It appears, for ex- 
ample, that during the 1940’s and early 1950’s white-collar 
workers were gaining in terms of their share of the national 
income, while manual workers were losing ground. The over- 
all statistics supporting this tentative assertion, however, cannot 
do more than to give an approximate idea of the diversity and 
pervasiveness of the redistribution process. Thus, whereas well- 
organized workers (like those in the large copper mines) may 
easily have held their own or even have surpassed the average 
white-collar worker in real income increases during that period, 
less well organized workers in smaller industries were unable 
to do so. While some exporters gained because of their ability 
to obtain preferential exchange rates, other exporters lost because 
of highly discriminatory rates. Most farmers gained because of 
their privileged situation with regard to taxes; but many of them 
more than lost this advantage because they had to contend with 
price controls, competition of subsidized imports and monopolistic 
practices in food marketing. In fact, there is perhaps only one 
statement with regard to the redistribution of real income through 
the inflation that can be made with complete assurance—the 
redistribution was utterly arbitrary, rewarding or punishing large 
or small groups of people according to the capricious actions of 
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shifting Congressional coalitions, the ability to obtain additional 
margins of bank credit through regulations especially devised 
for the group’s benefit, the ability to obtain export and import 
licenses, and other similar criteria. The entire process resembled 
a gigantic card game in which each participant sought to stack 
the deck. This game of cards was in effect used as a substitute 
for any and all of the logical links between effort and reward 
ever devised by mankind—be they of the capitalistic, the social- 
istic, or any other known variety. Evidently, such a method of 
income allocation was bound to be detrimental to genuine pro- 
ductive effort and thus to the country’s economic development. 
It proved in fact a profoundly demoralizing influence on society 
as a whole, 


Ill 


1955 was a year of crisis in Chile. Two general strikes 
reflected the inability of workers to hold their own in the face 
of a near-doubling of prices in a single year. Hoarding and 
speculating became rampant and shortages of essential commo- 
dities were widespread. The Government budget appeared 
entirely out of control, mainly because the rate of mandatory 
salary increases was outrunning by far the foreseeable rate of 
revenue increases. The foreign exchange rate for financial trans- 
actions was depreciating even more rapidly than the internal 
price level was rising, which was indicative of the prevalence 
of large-scale capital flight. Altogether, there appeared to be 
a distinct possibility that the Chilean public might soon repudi- 
ate the peso in a final outburst of hyperinflation. Thus, inflation 
had turned from a chronic irritant into a major and immediate 
threat to the survival of orderly Government and, indeed, of 
democracy itself. 

Toward the end of 1955, the Chilean Government decided 
to institute a broad remedial program. In developing and imple- 
menting this stabilization program, the government employed 
the services of a group of United States economic and financial 
advisers, who aided in outlining the over-all requirements of 
stabilization, analyzed alternative techniques, and recommended 
a wide range of specific measures.” 
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Since the outstanding characteristic of Chile’s inflation was the 
closely-connected and mutually-intensifying contribution of var- 
ious underlying factors, the only program judged to have a 
chance of success was a broad attack on many fronts, in which 
all of the country’s economic factions, through a retreat from 
their previous extreme positions, would contribute to the success 
of the stabilization effort. Furthermore, it appeared indispens- 
able to apply to all policy recommendations not only the test 
of their anti-inflationary potential, but also to take into account 
their likely effects in aiding or hindering the gradual elimination 
of the structural distortions that had resulted from long-term 
inflation. Without applying this additional criterion to the sta- 
bilization policies, no progress would have been possible in put- 
ting Chile back on the road of balanced economic development. 

Five major areas of Government policy appeared to be most 
in need of rapid and far-reaching changes—the Government's 
finances and the public administration, credit policy, wage regu- 
lations, price controls and consumption subsidies, and the foreign 
exchange system. Thus, it was evident from the beginning of 
the program that the persistence of large Government deficits 
had long been an important contributing factor in the inflation, 
and during the years of the most rapid price increases probably 
the principal one. Reducing the Government deficit in turn 
implied the necessity for drastic revisions in the control of ex- 
penditures and the scaling-down of at least some Government 
services, a far more rigorous enforcement of existing taxes, and 
the levying of new taxes with large yields. The magnitude of 
the problem precluded achievement of the objective by any single 
one of these possible techniques. It also seemed indispensable 
to make an early beginning on a sustained program designed to 
rationalize the Government administration, with’ the aim of get- 
ting more Government service for a given level of expenditure 
and thereby put the Government on a basis that the country’s 
taxpayers would be willing to support permanently. 


* This advisory group, organized by Klein & Saks, Management Con- 
sultants of Washington, D. C., served in Chile from September 1955 
to June 1958. 
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As regards credit policy, it appeared essential to end the 
practices of using bank credit for import and inventory specula- 
tion and as a means of appropriating larger shares of the national 
income. There was an immediate need for strengthening the 
existing methods of limiting bank credit and money supply 
expansion, in order to make these controls tight enough to force 
a progressive reduction in the rate of price increases. With re- 
spect to wage policy, it was clear that massive Government- 
decreed wage and salary increases had become a major factor 
contributing to the increase of Government deficits and the over- 
all rate of inflation, but had nevertheless become more and more 
ineffectual in maintaining the real income received by wage and 
salary earners since each successive round of such increases 
appeared to call forth still more rapid price inflation. Thus, 
reductions in the rate of wage and salary increases had to be 
instituted along with other measures to curb budgetary deficits 
and credit expansion. 

These general measures designed to reduce the rate of price 
increases had to be supplemented with more specific measures 
aimed at restoring normal consumption patterns and competitive 
and realistic pricing on the part of business. A gradual removal 
of the bulk of the existing subsidies was thus required, as well 
as an attack on the most damaging of the prevailing monopolistic 
practices in production and distribution. In this regard, a thor- 
ough reform of Chile’s exchange system to make the country’s 
internal market subject to a greater degree of indirect price 
control through import competition was essential. It followed 
that the much-abused quantitative limitations on imports and on 
many exports also had to be removed, and that a realistic and 
flexible exchange rate system had to be instituted. 

At the very beginning of the program, one basic decision was 
necessary—the choice between an attempt at ending the inflation 
suddenly through measures of whatever severity might be re- 
quired, or an attempt to bring the inflation gradually under con- 
trol through a series of somewhat less drastic measures aimed 
at the specific major areas of policy action outlined above. The 
adoption of the latter approach was and will continue to be the 
subject of much controversy in Chile and abroad. It should be 
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realized, however, that under the concrete circumstances existing 
toward the end of 1955 a “crash program’”—no matter how 
desirable—was virtually out of the question. The traditional 
association of salary adjustments with past cost of living increases 
made virtually inevitable substantial upward adjustments in re- 
munerations after a year such as 1955. Nor could it be expected 
that all of these adjustments would be financed out of profits 
rather than through further price increases. An early end to 
budgetary deficits, furthermore, could have been secured only 
by large-scale dismissals from the Government staff, the pos- 
sible consequences of which few cared to face. Perhaps most 
important, the existing state of relations between the Congress 
and the Executive appeared to preclude the granting of the full 
emergency powers that would have been required to end the 
inflation immediately. 


Yet, it must be acknowledged that the gradual approach actu- 
ally chosen proved eventually to be one of the factors working 
against a greater degree of success of Chile’s stabilization pro- 
gram, in good part because public enthusiasm and faith in the 
eventual success of the stabilization effort has been difficult to 
sustain. Together with the other and more basic obstacles to 
be described later, the gradual approach also prevented Chile’s 
stabilization program from following a smooth course in accord- 
ance with predetermined plans. Implementing the program has 
rather resembled a mountain-climbing expedition, in which tem- 
porary sideway movements, an occasional backtracking, and uncer- 
tainty about final success have been part of the enterprise. 


IV 


Chile’s stabilization program got off to an auSpicious start in 
1956. A newly-formed Congressional coalition cooperated with 
the Executive in passing a law that limited the permissable in- 
creases in wages and salaries in 1956 to 50% of the preceding 
year’s cost of living increase, thus creating one of the basic con- 
ditions for a reversal in the upward trend of the rate of cost 
and price increases. A major tightening of the existing methods 
of credit control expansion, moreover, helped assure that lesser 
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cost increases would be reflected in a roughly corresponding 
decline in the rate of price increases. 

A radical exchange reform, implemented in April 1956, swept 
away all fixed multiple exchange rates and substituted for these 
a single fluctuating rate applicable to all trade transactions. 
Simultaneously, quota restrictions were removed from almost 
all goods on a newly-established list of permitted imports. (The 
list, however, excluded a substantial number of goods.) Fur- 
thermore, a system of import cash deposits was instituted, under 
which importers had to deposit specified percentages—frequently 
exceeding 100 per cent—of the peso value of the merchandise 
to be imported when registering these imports. The unification 
of all export and import exchange rates also laid the foundation 
for discontinuing the exchange subsidies on import staples, some 
of which were continued, however, throughout 1956 and into 
early 1957. This exchange reform was backed by $75 million 
in stand-by credits obtained from the International Monetary 
Fund, a group of United States commercial banks, and the United 
States Treasury, these credits being designed to counter specu- 
lative pressures on the exchange rate for trade transactions. 

It was also possible, for the first time in years, to see the resur- 
gence of foreign confidence in the future of the Chilean economy. 
As a result of new foreign-investment legislation enacted in 1955 
and of the exchange reform, the large American-owned copper 
companies began to implement a $125 million investment pro- 
gram, which yielded early and substantial results in terms of 
larger copper output. The nitrate and steel industries, moreover, 
were the recipients of sizable Export-Import Bank loans for 
modernization and expansion. 

Throughout 1956 as well as later on, improving the Govern- 
ment’s budgetary position proved one of the most difficult parts 
of the anti-inflationary battle. Although the limitations on Gov- 
ernment salary adjustments legislated in early 1956 reduced the 
rate of increase in Government expenditures, it proved impossible 
to obtain adequate and timely financing for the salary increases 
that still had to be granted. Budgetary economies during 1956 
were insignificant except for a fairly substantial cut in foreign 
exchange expenditures; limited efforts at improved tax enforce- 
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ment yielded few results; and the new taxes supposedly designed 
to finance the Government’s additional 1956 expenditures were 
not even enacted until August of that year. The total result 
of these omissions was another very large Government deficit 
in 1956; and although this deficit was a considerably smaller 
percentage of total expenditures than in previous years, its financ- 
ing resulted in a sizable expansion of central bank credit. The 
beginning of the decline of copper prices from the extraordi- 
narily high level reached in early 1956, moreover, foreshadowed 
major impending troubles. 

In spite of this grave weakness of fiscal policy, it became evi- 
dent toward the end of 1956 that great initial progress had been 
achieved. The cost of living increase for the year as a whole 
was cut to 38%, less than half the 1955 rise; and similar prog- 
ress was made with regard to wholesale prices, credit expansion, 
and the money supply. Significant achievements were also re- 
corded in suppressing the speculative atmosphere that had pre- 
viously engulfed the country. The value of the peso in the 
exchange market for financial transactions improved for the 
year as a whole, and this stability as well as occasional instances 
of inventory liquidation gave evidence that the danger of an 
outright repudiation of the peso had been averted. 

During 1957 and 1958, anti-inflationary policy in Chile was 
continued and in some respects intensified. A number of serious 
obstacles in the way of further progress, however, were encoun- 
tered. The chief one among these was the rapid and sustained 
decline in the world market price for copper. From its March- 
1956 high of almost 47¢ per lb., copper declined to about 31¢ 
and 24¢ in the corresponding months of 1957 and 1958, respec- 
tively. The average price received by Chile for 1956 was approx- 
imately 40¢, declining to under 28¢ in 1957 and about 25¢ in 
1958. Compared with 1956—which, to be sure, had been an 
exceptionally good year—Chile’s exchange revenues from exports 
fell over $80 million annually (approximately 25%) by 1958, 
and the reduction in Government revenues as the result of the 
lower yield of copper taxes can be estimated conservatively at 
about 10 per cent annually in 1957-58. 

The political situation was another factor working against 
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strong and coordinated anti-inflationary measures. The 1957 
Congressional elections resulted in the near-elimination from 
the political scene of President Ibafiez’s Agrarian-Labor Party, 
and in a relatively even division of congressional power between 
a number of party coalitions of differing ideologies. The ap- 
proaching Presidential election of September 1958, moreover, 
began to loom large in the minds of the lawmakers. Thus, 
cooperation between the Executive and Congress in dealing with 
such major needs as budgetary and administrative reform was 
difficult to achieve. 

A third and highly disturbing factor was that certain of the 
structural distortions in the Chilean economy that had been cov- 
ered up by rampaging inflation were laid bare by the modest 
degree of stability already achieved, reflecting themselves in 
serious production and employment lags. Unutilized resources 
appeared, for example, in the construction and allied manufac- 
turing industries, which prior to the stabilization program had 
been stimulated to fever pitch by speculators and investors at- 
tempting to safeguard their capital. While unemployment was 
thus rising somewhat in the cities, Chile’s agricultural South was 
through unfortunate coincidence hit hard by successive droughts 
in the 1955-56 and 1956-57 seasons. Some of the smaller cop- 
per and nitrate mines in the North, moreover, were pushed to 
the wall by declining prices and the continued rise in costs. 
While these regional problems did not add up to a case of 
general recession amidst inflation, they did pose the unhappy 
choice between palliative measures with clearly inflationary im- 
plications and the possibly dangerous political and social results 
of unmitigated pressure in pursuing the ultimate stabilization 
objective. 

During 1957, most of the remaining subsidies and internal 
price controls were removed, resulting in the restoration of a 
basically free-price economy toward the end of that year. A 
further measure of progress was made in arresting the long-term 
trend toward expanded Government expenditures and programs; 
and the 1957 salary increases in the Government sector (about 
30%) were covered more nearly than in 1956 by the proceeds 
of new tax legislation. Moreover, in spite of the virtual abandon- 
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ment of direct price controls and the steady depreciation of the 
exchange rate for trade transactions (with the attendant price 
rises for imported goods), the cost of living rose only by about 
20% in 1957. 

It should be acknowledged, however, that this improvement 
could not have been fully achieved without special foreign as- 
sistance. Drawings on the standby-credits granted in connection 
with the 1956 exchange reform, and United States loans in the 
form of Export-Import Bank and Development Loan Fund 
credits, together with agricultural surplus commodity sales, prob- 
ably netted Chile about $120 million in balance of payments 
assistance (over and above developmental loans for specific proj- 
ects) in 1957 and 1958. Much of the peso equivalent of this 
assistance, moreover, helped bolster Chile’s Government budget. 
This timely aid, extended with due consideration of the gravity 
of the copper market situation and Chile’s efforts at economic 
stabilization, proved a decisive factor in sustaining some of the 
momentum of the anti-inflationary program. 

The year 1958, unfortunately, must largely be judged as lost 
when measured by the standard of progress in stabilization. A 
cost of living increase of 32% and a considerably larger increase 
in the money supply than in 1957 took place. A good part of 
this relapse can be ascribed to the taking hold of more severe 
import restrictions imposed under the pressure of necessity in 
late 1957 and early 1958, and the consequent lowering of the 
amount of real resources available for investment and consump- 
tion in Chile. On the other hand, even the reduced 1958 volume 
of imports probably did not yet fully correspond to a level of 
imports such as Chile might be able to sustain with a “normal” 
copper price of perhaps 30¢ per lb. This adjustment, therefore, 
remained to be completed. Progress in developing alternative 
budgetary resources to compensate for lower copper tax yields 
likewise remained very limited in the election year 1958. 


V 


Chile’s Presidential election of September 1958 (for the six- 
year term which began in November of that year) resulted in 
the victory of Jorge Alessandri, prominent industrialist, Senator, 
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and member of a family long distinguished for honorable public 
service. Backed by a coalition of conservative parties and by 
numerous independents, Alessandri received about 33 per cent 
of the vote in a 5-way race, just nosing out Salvador Allende, 
the candidate of a coalition of left-wing parties (including So- 
cialists and Communists) .* 

It will be amply clear from the foregoing that President Ales- 
sandri faces staggering problems in bringing about economic 
stability and development—the goals to which he is pledged. 
Much of the work of stabilization remains to be completed; 
indeed, many fundamental problems have not yet been tackled 
at all. The Government budget and exchange income and outgo 
remain seriously out of balance. Grave inequities in the tax 
structure still have to be removed and the tax enforcement ma- 
chinery tightened. Chile’s Social Security System—noble in its 
conception but rendered burdensome and inequitable by the ruin- 
ous effects of inflation and by administrative deficiencies—must 
be reconstructed. Chile’s ports and railroads are antiquated and 
require heavy investments in modernization. Additional sources 
of exchange and budgetary revenues must be developed if the 
country is ever to overcome the problem of depending excessively 
on one of the most volatile of all raw materials. Repayments 
on heavy short-term and medium-term foreign-exchange debts 
will burden the balance of payments severely over the next few 
years. The unemployment and housing problems in Chile’s 
major cities command the most serious attention. Most impor- 
tant of all, a spirit of common enterprise in combating the rav- 
ages of inflation must be created among all Chileans. 

The present outlook for achieving a measure of success in 
the pursuit of these goals is relatively favorable. Since late 1958 
there has been a recovery in the world copper market, bringing 
the price up to about 31¢ per lb. in the spring of 1959. A 
Congressional coalition in sympathy with the Executive's pro- 
gram has granted the Government substantial emergency powers 


° In the absence of an absolute majority for one candidate in the popu- 
lar vote, the Chilean Congress has to elect the President. However, rati- 
fication of the popular choice, as evidenced by a plurality, is automatic 
by tradition. 
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for carrying out economic and administrative reform. There is 
a distinct possibility that many of the unfinished problems of 
wage and salary and tax legislation will be brought nearer solu- 
tion in 1959. If accomplished, this progress would almost 
certainly be reflected in a renewed decline in the rate of inflation. 

Most observers agree that Chile has the potential for a far 
higher standard of living than the country has yet attained. 
Chile possesses substantial areas of excellent soil and very large 
forest reserves, abundant sources of hydroelectric power, the 
world’s largest known deposits of copper, a good deal of iron 
ore and other minerals and the basic raw materials for such 
industries as steel, cellulose, newsprint, and chemicals. Fur- 
thermore, the population’s level of education, technical skills, 
and political maturity are adequate to the task of developing 
these resources. 

Some, but only a few, of the obstacles in the way of greater 
prosperity are permanent. The country is far removed from 
world markets and the internal market is fairly small when 
compared with more populous countries; further, Chile’s geog- 
raphy is such that communications will always be a major prob- 
lem. These handicaps, however, are minor contrasted with the 
man-made obstacles in the way of economic progress that the 
country itself has created. The chief one of these has been 
the chronic and at times large-scale inflation, and the intense 
conflicts between the country’s economic-interest groups that 
have both caused, and been aggravated by, the inflation. In 
seeking to end this vicious circle, Chile will need continued sym- 
pathetic understanding abroad as well as a determined drive for 
national unity in the interest of stability and development. 
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Economic Development: 
Reflections Derived from a 
Study of Honduras 
By David F. Ross 


The outstanding fact about the economy of Honduras is that 
it has not progressed. Honduras was freed from the restrictive 
yoke of Spain nearly 140 years ago. It is close to the United 
States, and its economy is complementary to that of the United 
States, with the expected results that it has enjoyed the twin 
benefits of access to the United States market and investment 
in the development of its resources by United States capital. Its 
currency has always been as good as gold, which is to say as 
good as the dollar. It has pursued relatively liberal trade poli- 
cies. It has, within its narrow borders, resources which have 
always been prized in world markets. It has not experienced the 
Malthusian nightmare that has haunted several other regions 
in the same general area. It has seaports on both the Atlantic 
and Pacific oceans, and is in daily contact by air with the major 
countries of both North and South America. With all these 
advantages, Honduras might be expected to have become a thriv- 
ing microcosm of economic development. Instead, it has gotten 
nowhere. To the considerable extent that it has wasted its 
resources, its situation is worse today than it was 140 years ago. 
To the considerable extent that its people are aware of the 
progress that has been made in other parts of the world, their 


* Associate Professor of Economics, Florida State University. Profes- 
sor Ross is co-author of the recent Twentieth Century Fund study: Hon- 
duras: A.Problem in Economic Deevlopment. 
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psychic level of well-being is below that of 140 years ago. One 
sees, of course, many of the artifacts of modern civilization in 
Honduras: no television as yet, but radios, movies, automobiles, 
telephones, flush toilets, electric lights, refrigerators, stoves, and 
washing machines can be found there. Few of these have touched 
the lives of the great majority of the people, however, except 
in the sense that they are aware that other people have these 
things, and hence are less well satisfied with their lot than were 
their ancestors. 


The aspect of this situation which holds the greatest interest 
from the point of view of economic theory is summed up in 
the word “why?” Why, that is, has a century and a half of 
tremendous economic progress in the world at large left this 
little country virtually untouched? How has it been possible for 
Honduras not to be carried along with the stream? And more 
specifically, how has it been possible for Honduras to be so 
closely tied to the economy of the United States and yet to have 
remained so immune from the fever of economic development 
with which the United States has been infected throughout this 
time? And this is precisely the question on which the least light 
has been shed by all the vast outpouring of literature in the field 
of economic development that has suddenly materialized in the 
past decade. Economic theory has seemingly been unable to 
come to grips with the specific problem. We have, on the one 
hand, the model builders, who assume away such a large pro- 
portion of the actual situation of a country like Honduras that 
their conclusions are incapable of application to any real prob- 
lem; and on the other hand, we have the practitioners of eco- 
nomic development, who describe particular situations in valuable 
detail, but whose recommendations are invariably ad hoc. This 
is not an uncommon, nor it is necessarily an unwholesome situa- 
tion. We can find exactly the same situation with great frequency 
in the field of medicine, where one group of specialists is carrying 
out basic research, with rats and cultures and microscopic slides, 
while another group is treating the symptoms of live patients 
with physical therapy, pain-relieving drugs, and the like. Even- 
tually, it is to be hoped, knowledge will be advanced to the 
point where these two groups have become obsolete, and been 
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replaced by another consisting of physicians who recognize the 
disease, understand its cause, and prescribe for its cure. But in 
the meantime, the Hondurases of the world can obtain little 
help from economic science. 

The present paper represents an excursion into the still murky 
area between basic research and economic policy in the field of 
economic development. Its purpose is a modest one: not to 
announce a cure, but simply to suggest, from the vantage point 
of a theoretical economist who has dirtied his hands on a few 
live patients, some directions in which basic research might yield 
significant results. 

1. The role of enterprise and profit. There can be no serious 
question but that enterprise is the factor of production least 
understood in economics. We are inclined to list the factors 
of production as “‘land, labor, and capital—oh yes, and enterprise 
too.” Consistent with this relative emphasis, we have allowed 
the theory of profit, the reward of enterprise, to lag about 100 
years behind the theories of rent, wages, and interest, the rewards, 
respectively, of the other factors. There is a reason for this 
neglect of enterprise and profit in economic theory. They do 
not really belong to static analysis at all, and the great tradition 
of economic theory is static. The “normal competitive profit” 
of which we speak so glibly but without qualification is prob- 
ably zero. If we impute a manager's salary, a laborer’s wage, 
a landowner’s rent, and a capitalist’s interest to the owner-opera- 
tor of a purely competitive firm, in anything like a long run 
equilibrium, we almost invariably come up with a negative 
residual figure for the profit of the operation. The same is true 
in a great many cases of monopoly profits, except where the 
firm is able to keep a few steps ahead of the producers of com- 
peting substitutes by a more or less continuous process of inno- 
vation. Profits resulting from inflation may be no more than 
enough to compensate for the accompanying devaluation of 
depreciation reserves; and profits resulting from lags in the proc- 
ess of adjustment to changes in exogenous variables are perhaps 
more accurately clasified as rents. But if profit is, in the pure 
sense, the return to enterprise, and if the function of enterprise 
(as distinct from management) is innovation, then profit and 
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enterprise, though they may corectly be neglected in static theory, 
by the same token are at the very root of the developmental 
problem, which is inherently dynamic. The conclusion cannot 
honestly be avoided that our neglect of these elements of theory 
is related to our lack of understanding of the process of economic 
growth. 


The specific evidence in Honduras that our theoretical concepts 
of enterprise, and its reward, are deficient, is prominently dis- 
played throughout the economic system. Capital, productive 
labor, and natural resources are scarce, but wastefully employed. 
Opportunities to increase their productivity, for the enhancement 
of private capital as well as of the general level of economic 
welfare, are plentiful. It is easy to account for the technological 
backwardness of the small farmers, who produce most of the 
subsistence crops. They are uneducated, tradition-bound, and 
hold land of poor quality under insecure tenure. Their perverse 
insistence on the most inefficient methods of production, their 
refusal to migrate to plentiful, free land in the eastern half of 
this small country—these deficiencies in their entrepreneurship 
are serious in their total consequence, but one does not expect 
the gifts of enterprise to prosper in such soil. But the large 
landowners, who dwell in the cities, who travel to Paris and 
Madrid, who send their sons to Miami and MIT—they are, if 
anything, worse entrepreneurs than the tenants and squatters on 
their land. They rent out to subsistence farmers their poorest 
land—rocky, eroded, slopes, long since exhausted of all fertility, 
incapable of producing more than a pittance of rental income— 
and reserve for their own account the fertile plains and valleys, 
but use them only to graze a few scrawny cattle. The student of 
economic theory, encountering this situation, invariably asks how 
it can be that this yields a higher return than ‘producing crops 
where they would grow and letting the cattle graze the slopes. 
The answer, if we can bring ourselves to face it, is simple and 
clear. This system does not yield a higher return, but a lower 
return. Moreover, this is true even if we take account of the 
so-called non-economic returns—leisure, prestige, power, self- 
respect, or what-have-you. None of these would be detracted 
from by renting out the cropland and reesrving the rest for pas- 
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ture, and the economic return would be greatly increased. But 
why, then, do the landowners behave in this fashion? This we 
are not equipped to answer, but we can say without question 
that they are not responding as rational men seeking to maximize 
profit, in any sense of the word. For some reason, unknown 
to us because we have not sought it out, the principle of profit 
maximization does not work here. Enterprise does not perform 
its function, and profit does not spur it on. 

From these observations, two questions present themselves as 
subjects demanding study if we are to solve the problem of 
economic backwardness. The first is concerned with the nature 
of economic motivation. Too long have we economists ack- 
nowledged the past 100 years of advance in psychology and 
sociology only to the extent of occasionally and half-heartedly 
apologizing for our continued and unabated use of a nineteenth 
century theory of motivation. It is doubtful how well it serves 
the analytical needs of our own pecuniary culture; it is certain 
that it does not contribute positively to an understanding of 
the problem of economic backwardness. The second question 
is concerned with the nature of enterprise, the neglected factor 
of production. If it grows spontaneously in our society, then 
perhaps we do not need to understand it. We can breathe ade- 
quately without knowing how there came to be air on earth, 
or what its composition is. But if we journey to another planet, 
and find the inhabitants gasping and puny for lack of air, and 
if, for whatever reason, we take it upon ourselves to help them 
with their problems of shortness of breath and retarded develop- 
ment, then it becomes important to know what air is and what 
it does, and why it is found one place and not another, and 
whether it can be substituted for, or synthesized, or made to 
appear. So it is with enterprise. In the present state of eco- 
nomic science, we can tell these unfortunate peoples no more 
than that they ought to have more enterprise, which is no more 
helpful than informing the inhabitant of a vacuum that he 
would be better off with air. And this perhaps explains why 
with all our well-meaning efforts we have failed to win the 
love and respect of the underdeveloped countries, and why they 
show such willingness to be wooed by Russia and China, who 
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have so many fewer dollars to offer them. For Russia and 
China have had to cope with this very problem, and seem to have 
found a way of creating ersatz enterprise, perhaps not as tasty 
and nourishing as the real thing, but capable of sustaining 
economic growth. We can show them enterprise in its fullest 
flower, and let them taste a few crumbs from its table, but can 
tell them nothing of how it got there, what it is, or how to go 
about getting it. 

2. The role of time. The second category of direction in 
which basic research is needed is concerned with the role of time 
in economics. Here again, our concentration on static equilibrium 
analysis has done us in, and left us unequipped to deal with a 
process which is inherently dynamic. We have made no serious 
attempt to give any concrete meaning to the concept of social 
time preference. When it becomes necessary to take account 
of it, we can do nothing more than arbitrarily assume some 
particular rate of interest to be appropriate, and thus aritrarily 
predetermine our conclusions. The result of this is that the 
subject of resource conservation has been left by economists al- 
most exclusively to the natural scientists and the rustic roman- 
ticists. Ours is a richly endowed economy. We have, so far, 
been able to ignore the subject of resource conservation without 
becoming impoverished as a result. But Honduras is a differ- 
ent case altogether. The need for Honduras to use her resources 
economically is patent; their present rate of destruction is so 
great as to be patently excessive. Soil erosion is taking place so 
rapidly that the United Fruit Company has found profitable 
to trap the rivers wheer they descend to the coastal plain and 
build new soil with their silt deposits. The pine forests, which 
constitute Honduras’ most valuable known resource at present, 
are visibly disappearing under the combined assault of the saw- 
mill and fire. Attempts to survey the forest areas by aerial 
photography have had to be abandoned because the areas to 
be photographed were perpetually obscured from the air by the 
smoke of forest fires. Most of these are deliberately set in a 
misguided effort to improve the soil or the natural forage, or 
to kill insect pests. The loss is not so much in terms of standing 
timber as of new growth. In the majority of the areas where 
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timber is commercially cut, there are no young trees, so the pine 
does not return after cutting over. 

In short, conservation is a vital issue in Honduras. An eco- 
nomic science which offers no guidance on this problem is criti- 
cally deficient as a tool of public policy there. Is a dollar of 
public funds better spent on seedling pines for the future or 
hospital beds for the present? Is the marginal dollar better 
spent on primary education, or agricultural extension; on erosion 
control, or road construction? Is the marginal road construction 
dollar better spent on bringing together the {rural and urban 
populations, or on opening up the virgin frontier? These are 
questions with which the economist qua economist can provide 
little or no help, because he is unequipped to make meaningful 
comparisons over time. Yet these are economic questions, and 
demand the economist’s viewpoint. The politician, who by 
default is likely to make the decision, is governed by a purely 
irrelevant time interval, the period before the next election. A 
program must show tangible results within that interval, or his 
interests are not served by it. The conservationist is drawn into 
this vacuum of human knowledge by his love of wildlife or of 
unspoiled rustic beauty, and wants resources conserved for their 
own sake rather than for human use. The engineer wants per- 
fection of design and execution. For him, considerations of 
cost are merely sordid evidence that the public purse is controlled 
by penny-pinchers. Only the economist is equipped by his pro- 
fessional training to pose the right question: which program 
will result in the greatest benefit to human society; and he has 
failed to equip himself to answer this question as between pro- 
grams which have different time dimensions. 

3. The role of income distribution. The third category of 
direction in which basic research is needed concerns the distribu- 
tion of income. Here again, as with enterprise, is a subject to 
which we give lip service. It is commonly mentioned that a 
change in the distribution of income is likely to change the 
consumption function. The distribution of income used to be 
talked about in economics more than it is, when it was still 
possible to discuss marginal utility without losing one’s respecta- 
bility as an economist. But for the most part, we assume that 
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the distribution of income is fairly stable, and hence that it can 
be ignored. The possibility that even a stable distribution of 
income might have consequences which were important to eco- 
nomic theory seems not to be entertained. Perhaps this is prac- 
tical when we are applying economy theory to our own situation. 
Perhaps we have inadvertently made an implicit assumption, 
about the distribution of income, which corresponds closely 
enough to the distribution of income which we actually enjoy. 
But if this is so, then when we are dealing with another kind 
of situation, in which the distribution of income is radically 
different from our own, it becomes necessary for us to make our 
assumption explicit, so that we can take it out of our theory 
and substitute another which corresponds to the facts in the 
other kind of situation. This we have not done, and the result 
is that much of our economic theory sounds hollow to the ears 
of residents of countries like Honduras. 


It is not my purpose here to predict the outcome of research 
which has not been undertaken, but a hypothetical example is 
necessary to give proper expression to the problem. The idea 
of maximization of return is, of course, fundamental to the 
whole theory of a private capitalistic system. It is not merely 
the profit-makers who are assumed to be motivated by a desire 
to maximize their income, but all participants in the economic 
system. The wage earner, the salaried worker, the capitalist, 
the landlord, and the consumer are all assumed to respond to 
economic incentives. To the extent that they do not, the system 
does not work as it should. We recognize this whenever we 
speak of immobilities and rigidities, of non-economic motives, 
and all the other human weaknesses to which we turn for alibi 
when our predictions turn out wrong. We assume—we must 
do so, or we would long since have given up ecdénomic theory as 
a waste of time—that by and large the tendency to seek a maxi- 
mum economic return is prevalent; that for all the troublesome 
little exceptions and imperfections, people do generally take the 
next step up the ladder of economic betterment when they find 
it confronted them. But does this not imply an assumption that 
there is a ladder? There does in fact exist one in our own 
system. However great the difference may be between the high- 
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est and the lowest income in our economy, the two are connected 
by a continuum of small gradations, or steps. We do not make 
the assumption that the garbage man is motivated by a desire 
to become Nelson Rockefeller; it is enough that he is motivated 
by the desire to advance to truck driver, and that the truck driver 
is motivated by the desire to become dispatcher, and so on, all 
the way up to where the Nelson Rockefellers are struggling to 
maximize their own positions. For every one of us save two, 
in our population of 170 million, there is someone just a step 
below, pushing us on, and someone else just a step above, 
leading us on. And this is what makes the economic world 
go ‘round. 

Now in Honduras, and in many other parts of the under- 
developed world, this escalator effect simply does not exist. 
Instead of a ladder connecting the Rockefellers and the garbage 
men, there is only a yawning gap. Whatever motivates the 
people at the bottom, it is not a belief that by diligent effort 
they may reach closer to the top. In our society, people demon- 
strate the element of truth in the ladder assumption by identify- 
ing themselves with the class just above their own. In Honduras, 
they identify themselves with their own class, and thus demon- 
strate the inapplicability of the ladder concept. If a step is 
built for these people, they regard it as a step into oblivion, 
and shun it. And they are right. Who climbs a ladder with 
only the first rung? It would set them apart from their own 
world, without appreciably enhancing the accessibility of the 
next. 

This line of reasoning implies that it is not the inequality of 
income distribution as customarily measured which provides 
the needed incentives to economic progress, but the number of 
gradations. The extremes of income distribution would have 
identically stultifying effects: whether one person had all, and 
all the rest had none, or everyone had the same amount, the 
effect would be an incentive to stay put rather than to climb. 
The optimal distribution would be one in which there were no 
two incomes the same, and no gaps in the array. But this is 
speculation. The real point is that we do not know how to 
deal with the discontinuous income distribution that character- 
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izes Honduras, because we have not explicitly made income dis- 
tribution a variable in our theory. We do not know whether 
it is a problem, or if so how it can best be dealt with. We 
have gotten along without facing it, because heretofore we 
have not attempted to apply our theory to these exotic lands. 
But now it is leering squarely at us, and the time has come to 
turn our attention to it. 

4. The role of size. The fourth direction to which I wish 
to point as requiring further attention before economists will be 
able to take up their tool kits and go to work on countries like 
Honduras concerns the subject of optimum size. This is a sub- 
ject which has been much discussed, in connection with the 
question of the shape of the long run function. So far as I 
know, there is pretty general agreement among us that there is 
some optimum size for every productive operation, but on the 
question of what it is in any particular case (except in agricul- 
ture) we are no wiser than the general public. It is clear that 
this is not a question which we can afford to ignore even in 
dealing with our own economic system. There are strong indi- 
cations that in many industries serving local markets—almost 
all branches of retailing, for example—the optimum size of 
firm is too large in relation to the size of the market for pure 
competition to be a possibility. It seems likely even that in some 
of the highly capitalized industries serving national or inter- 
national markets, the same problem exists. If so, then the con- 
cept of the “natural monopoly” or at least the “natural oli- 
garchy”’ is much more widely relevant than its present use would 
indicate. But while this deficiency in our scientific equipment 
has perhaps limited the usefulness of our concepts of market 
structure in Our own country, it has much more profound con- 
sequences when we attempt to apply our skills to the problems 
of a small country, and especially a very small country such as 
Honduras. 

Honduras is a small market. The total purchasing power 
generated in her economy is less than in some moderate-sized 
cities in the United States. No one thinks of building a steel 
mill to serve the needs of Kansas City, or a pulp and paper plant 
to serve the needs of Jacksonville. The idea of manufacturing 
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shirts for the local market in Atlanta, or of designing a match 
factory to serve the Milwaukee area, would be absurd. But pre- 
cisely this kind of question is constantly arising, and being taken 
seriously, in countries like Honduras. And in these contexts, 
it is not absurd. Honduras is the economic size of a city in 
the United States, but it is not a city in the United States; and 
the more-or-less automatic leveling process which works, how- 
ever imperfectly, to assure that each of those cities has some 
products which it sells in a wider market, giving it the means 
of obtaining the products of other industrial centers in exchange, 
has not incorporated Honduras into the system of mutual eco- 
nomic growth. In the world in which we live, national boun- 
daries do have economic significance, and a nation’s economic 
planners are not entirely misguided if they think to some extent 
in terms of self-sufficient development. But then the question 
of optimum plant size in relation to market size must be faced. 
In the absence of economic guidance, the planner turns to the 
engineer with this question, and typically he gets an answer 
which ignores half of the problem. The most striking example 
of this which I know of took place, not in Honduras, but in 
Puerto Rico, during the early, self-sufficiency stage of the island’s 
development program. The government built a glass container 
plant, a paperboard plant, a clay products plant, and a shoe 
factory. Every one of them was built with technological efh- 
ciency in mind, and every one was an economic mistake, in terms 
of the objectives for which they were built. Not much has 
been done in Honduras, so that not many mistakes have been 
made, but it is a possibility that mistakes of this kind will be 
made in connection with the hydroelectric project and the pulp 
and paper mill which are now under serious consideration. 
And no wonder, since this is an economic problem, with which 
economic science has yet to come to grips. 

The possibility exists, at least until more research has been 
done in this area, that there is a minimum viable size of economic 
systems. It may be that unless a nation has reached a certain 
size, it simply does not contain enough economic units to build 
the necessary minimum number of elements of a cohesive and 
interdependent economy, in which the growth of one sector 
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permits and forces the simultaneous growth of the other sectors. 
This seems a real and present possibility in the case of a nation 
as small as Honduras. The consequences might be that any 
attempt to develop a national economy would produce only an 
abortion. It may be that this and other countries are destined 
because of their size alone to remain in the economic relation- 
ship of colonies to the rest of the world, with any large-scale 
industries which they may have integrated, not into their own 
economic systems, but into those of larger, more advanced coun- 
tries. Certainly this is true of the banana industry in Honduras 
and goes a long way toward explaining why the large scale 
investment which has been made by foreign capital in that indus- 
try has had no apparent multiplier effect on Honduras. _Instinc- 
tively, the Hondurans have sensed this problem, and they are 
working for an integration of their economy with the economies 
of the other Central American republics. But perhaps even this 
will not achieve the minimum viable size. We do not know, 
because we have not tried to find out. 


Conclusion. 1 have pointed to four examples of the direc- 
tions in which economics must move if it is to be able to offer 
diagnosis and treatment to the sufferers from economic under- 
development. I am confident that there are others, and almost 
equally confident that at least some of the directions in which I 
have pointed will prove fruitless. These are intended merely 
as examples of the kind of gaps in our economic understanding 
which come to light when we attempt to apply it to the problems 
of an unfamiliar environment. There is, of course, no nation- 
ality to logic. In this sense, economic theory is of general and 
universal applicability. But there is nationality to assumptions, 
and most especially to implicit and unconscious assumptions. In 
all probability, a thoroughgoing examination would find our sci- 
entific equipment infested with Anglo-American assumptions, of 
many of which we have never suspected the existence. If we 
can weed these out, identify them, tame them, and preserve them 
for conscious use where they apply, it will certainly improve our 
ability to deal with the economic problems of our own society; 
unless we do so, it is unlikely that economic theory can ever 
render more than incidental aid to the underdeveloped countries. 





Foreign Investments and Mineral 


Resources — A Few Observations 
By Marvin D. Bernstein* 


Dr. Virgil Salera’s critique in the Spring 1959 IAEA®* of 
Charles Rollins’ study, “Mineral Development and Economic 
Growth,” ? fails to resolve the fundamental issue raised in Dr. 
Rollins’ title. While many of Dr. Salera’s comments are quite 
apt, he too is prone to making questionable generalizations. | 
do not believe that truth lies wholly with either writer’s position. 
Both men oversimplify and indulge in special pleading. In any 
event, their choice of examples mostly from Bolivia, Chile, Peru 
and Venezuela should in itself be a warning. These nations 
pose special socio-economic as well as political problems. And, 
in the case of Bolivia, Chile and Venezuela, their tin, copper 
and petroleum output problems are exceptional by themselves. 
Clearly we can get sufficiently varied evidence to make even 
tentative generalizations only on the level of a broad survey 
such as undertaken by the UN’s Department of Economic and 
Social Affairs in its Non-Ferrous Metals in Underdeveloped 
Countries.’ Moreover, neither writer appears to appreciate the 
possibility of an explanation covering the pattern of exploita- 
tion of minerals in underdeveloped countries by “international 
interests.” I should like to give my views on these two studies 
and propose a method of analysis to lay bare the role of minerals 
in relations between advanced and underdeveloped countries. 


* Department of History, The University of Nebraska. 

1Pp. 54-61. 

2 Social Research, XXIII (Autumn, 1956), 253-280. 

3New York, 1956. Series no. E-2798-ST-ECA-36. Sales no. 
1955. II. B. 3. This UN study found a number of gains for Bolivia 
from its mining industry. For one example, see p. 106. 
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Dr. Rollins’ paper examines in detail one facet of H. W. 
Singer's study of the problem of the distribution of the gains 
generated by investment by an advanced economy in an under- 
developed one.‘ Singer concluded, first, that the gains to an 
underdeveloped economy are much less than generally claimed 
or believed. And, secondly, because of the structure of the 
international economy, certain exceptional cases aside, the indus- 
trialized nation will enjoy more favorable terms of trade as well 
as the ultimate advantages in a rising standard of living vis-a-vis 
the underdeveloped raw material exporter. Hence the income 
gap between these two sectors of the world economy will become 
even greater as a result of larger international investments in 
raw material for export.’ Singer used this conclusion to support 
the thesis that foreign investment, per se, is not the panacea for 
the underdeveloped and ex-colonial economies’ troubles. In fact, 
he opined, foreign investment might well be harmful to the 
economy of the recipient.° The terms of his argument implied 
that the fears of the underdeveloped portions of the globe con- 
cerning foreign investment—and hence their policies of economic 
nationalism—were justified. 

Stating the problem almost wholly in economic terms (itself 
an unrealistic approach),’ Singer appeared shocked by the con- 
clusion that corporations investing abroad are not intimately 
concerned with solving the economic and social problems of 
underdeveloped nations.* One would infer that in his view each 
corporation ought to have the function of becoming a private 


*“Distribution of Gains Between Investing and Borrowing Countries,” 
American Economic Association, Proceedings, XL (May 1950), 473-487. 

5 Ibid, 475-480. 

6 Ibid, 476. 

7 It must be realized that in these relationships economi‘s and political 
power are so closely intertwined that any analysis on the basis of “pure 
economics” which ignores the use or misuse of political power is unreal- 
istic. 

8 Singer, “Distribution,” 475-77. Revealingly, only in a footnote does 
Singer mention the possible culpability of the local governments: “Often 
underdeveloped countries have the chance, by the judicious use of roy- 
alties or other income from foreign investments, to use them for the 
transformation of their internal economic stru°ture—a chance more often 
missed than caught by the forelock.”” (P. 475n.) 
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UN agency. Aside from the fact that corporations are estab- 
lished to earn profits—whether the source is in objets d’art or 
manure is of secondary interest to the investor, as is its social- 
welfare policies—the laudatory corporate social welfare work 
of today is often transmuted into evidence of imperialist pene- 
tration tomorrow. In any event, why should foreign corporations 
be expected to display a sense of social responsibility greater 
than that of the nationals or their government? I might observe 
that investing corporations with the moral duty of developing a 
balanced economy in the recipient nation is as dangerous as 
President Wilson’s attempt to impose a constitutional, demo- 
cratic and moral government on Mexico. Not only would such 
a policy constitute meddling by private corporation interests— 
and conniving with the local government in evading its obliga- 
tions—but, as frequently occurs, the desires or objectives of na- 
tional planners change, and the foreign corporation will be 
accused of warping the economy. 


Rollins’ analysis reflects Singer’s view. He first disposes of 
nations which do not fit his thesis. Thus at the very beginning 
he exempts from consideration countries such as Canada and 
Australia. He justifies this circumscription by observing that (1) 
a country will develop only when it has the institutional struc- 
ture necessary for fostering growth; and that (2) mining, per 
se, will only aid in growth where such an institutional structure 
already exists. Mining will never create such a structure by its 
mere presence.? Singer and Rollins deprecate the value of for- 
eign investments because they do not automatically convert semi- 
feudal, land-hogging aristocracies into democratically inclined, 
industrial bourgeoisie with sufficient civic responsibility to strive 
for their nation’s socio-economic betterment. Both men conceive 
of a corporate role which, in my opinion, is unwarranted in scope 
as well as dangerous in potential. 

It is noteworthy that Salera does not fully explore this pivotal 


® Rollins, 253-254, 278-279. It might be observed that most under- 
developed countries do possess a class of investors, but they usually put 
their money into mercantile enterprises or real estate or land for specu- 
lation, prestige, or an assured income. They simply do not trust either 
industrial investments or industrial securities. 
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weakness. Salera agrees that gains in economic growth can only 
be made “provided that there is a widespread will to move 
ahead.” (P. 56.) He later turns to the question of why the 
inequality of income distribution in underdeveloped countries 
leads to hoarding and consumption expenditures instead of pro- 
ductive investment. He then leaves this question dangling with 
a truism of developmental economics: “It is questions such as 
these that need to be answered before economists can indulge in 
glib statements...” P. 60.) Perhaps only social psychology 
can analyze and answer this problem. But we certainly have 
enough historical and observed evidence of this sort of behaviour 
to know that the lack of a “will to move ahead” is our most 
pressing immediate problem in fostering automatic growth.” I 
believe that Salera cannot bring himself to make the admission 
that the investing corporation can do nothing about this apathetic 
attitude, and that it cannot be held responsible for being unable 
to change it. To admit this point would cast doubts on the 
messianic role of international corporate investments. 


Here then lies the crux of the matter: the inability of either 
Salera or Rollins to free himself from prior ideological commit- 
ments. In order to uphold the contention that foreign invest- 
ment, particularly in export minerals, is not likely to spark 
economic development, Rollins circumscribes his topic and ex- 
empts countries which do not fit his general pattern. As a result, 
he avoids the central problem of why domestic productive invest- 
ment (“‘primary,” “secondary,” or “generated’’) is low despite 
any policy pursued by foreign investors in amy sector of such an 
economy. Salera, in turn, wed to the defense of private invest- 
ment abroad, accuses Rollins of resuscitating “encrusted ‘impe- 
rialist’ doctrine.” (P. 54.) He cannot concede that in truth 
many foreign investments in minerals have left much to be 
desired in their effects on the development of local economies. 


1° In a conversation with the author, Ing. José Cardenas, Director of 
the Depto. de Estudios Econémicos of the Banco Central of Ecuador, 
repeatedly emphasized the point that if some way Could be found to make 
the Ecuadorian Indian desire more things, his ambition, productivity and 
participation in the money economy would revolutionize Ecuadorian 
industry and its prospects. 
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Does Salera expect his readers to believe that the work of Creole 
Petroleum and Cerro de Pasco in fostering agricultural develop- 
ment is voluntary? Aside from the economies to be gained by 
developing nearby sources of supply (including, no doubt, fresh 
meat and dairy products to satisfy the wives and families of 
the resident Americans and furnish a better diet for the laborers), 
it would appear that this sort of public relations work is expe- 
dient in bettering relations between foreign investors and the 
newly awakened nationalists. Corporations engage in social 
work only when they fear that poor public relations may lead to 
more expensive local policies of ‘soaking the rich foreigner.’ 
Certainly in the United States we know that (with perhaps a 
few exceptions) the cost of corporate benevolence is calculated 
against the ultimate financial gains of better relations with em- 
ployees, the public, consumers, and the government. Cerro de 
Pasco and Creole are organized to earn dividends, and all activi- 
ties, productive or benevolent, are measured by their usefulness 
in contributing to that objective. Personally, I seriously question 
the wisdom of a corporation doing the job of international social 


work agencies. If they do not use their influence upon the local 
government to recognize its responsibilities, and if they do not 
then shoulder an adequate tax load but would rather do the job 
themselves, they lay themselves open to the charge of being 
“foreign octopi.” 


I would agree with Salera concerning a number of his criti- 
cisms: foreign investment in minerals does not automatically 
induce secondary growth and no one ever claimed that it does; 
mineral investment does not necessarily slight the internal econ- 
omy but does break the economic ice in many ways; fiscal receipts 
and export income can be used to service other investments and 
finance public investment for the exploitation of internal re- 
sources; mining companies expect and are willing to pay higher 
wage rates than those which prevailed before their entrance 
(this was true in Diaz Mexico; in Bolivia other forces may well 
have been at work); and that the bureaucracy in underdeveloped 
countries is so incompetent and corrupt that its control of invest- 
ments often leads only to inflation. 

Other comments cannot be approved without reservation. Sa- 
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lera writes that his suspicions were increased when he came to 
Rollins’ conclusion that, “if the local government's domestic 
policy aims at really trying to promote domestic development, 
foreign investors would regard the country in question as having 
an hostile investment climate and so would not invest in such 
countries. If the local government resorted to such a domestic 
policy after foreign capital had been sunk within its borders, 
the foreign investors could be expected to engage in a cold war 
with the government.” (Pp. 55-56.) Mexico can be cited as 
one case to support Rollins’ judgment. The Combined Mexican 
Working Party, which prepared the report The Economic Devel- 
opment of Mexico for the International Bank, specifically made 
the point that in order to produce revenue and permit public 
investment in more favored sectors of the economy, mining was 
subjected to fiscal exploitation by the means of high taxes while 
the public services needed by the industry (transportation and 
power supply) were neglected and little improved.’ Foreign 
investment in Mexican mining and the industry’s output have 
drastically declined. Only certain favored sectors (iron ore, 
coking coal, sulphur, petroleum) have grown. It has been re- 
ported that mining companies have prospects and plans locked 
in their top desk drawers awaiting more favorable circum- 
stances.’* This situation is truly “a cold war.’ Salera speaks 
of ‘reasonable increases in taxes’ and “‘distinguishing between 
the discriminatory and non-discriminatory applications thereof.” 
Unfortunately mine owners have traditionally complained of any 
tax as being unreasonable and discriminatory. These adjectives 
go with taxes as damn goes with Yankee in the vocabulary of 
many Southerners. 

Rollins might be challenged on a number of other points not 
raised by Salera. For example, what is his definition of ‘‘min- 
ing’? Essentially mining is a four-stage operation: exploration 
and development, extraction, beneficiation and refining, and mar- 
keting. Rollins completely ignores the importance of the first 
stage when he speaks of percentages of value going to labor 


11 Baltimore, 1953, 16-18, 42-45. 
12 Engineering and Mining Journal, 159, Aug. 1958, 157, 159. 
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and what remains in the country. Considering the costs and 
risks of exploration for minerals, particularly petroleum, and 
development costs in mining, a substantial portion of the value 
of the product is immediately marked for amortization. Also, 
what is the “value” of the mineral product? For diverse reasons 
many mineral products cannot be economically refined in their 
country of origin. Is the value of Bolivian tin the market value 
of the exported concentrate or the value of the tin metal it 
contains when the concentrate is ultimately refined? The same 
question might be asked in the cases of Venezuelan crude oil, 
Mexican zinc concentrate, Cuban nickel, Jamaican bauxite, etc. 
I suspect that compared to the value of their exported forms, 
the proportion of value remaining in the local economy might 
well be greater. The UN non-ferrous metals study, noting the 
large variations caused by circumstances, estimates that traditional 
underground mining on a fairly large scale results in labor re- 
ceiving from 25 to 33 per cent “‘of the total revenue derived 
from the sale of minerals.” In opencast mining the proportion is 
smaller; in small-scale operations it is larger.’* Citing petroleum 
as an example of the low proportion of the value paid out in 
wages is ridiculous because of costs of discovery, the liquid 
nature of the mineral and the technology of extraction. Petro- 
leum, for this reason, is the prime example of the fallacy of 
using raw statistics for comparisons. Because of its low extrac- 
tion costs, petroleum is the most heavily taxed and regulated of 
all foreign-exploited minerals. It is the object of numerous pol- 
icies designed to keep a goodly portion of its value for the 
exporting nation. The unregulated and unobstructed exploita- 
tion of petroleum reserves by foreigners for export, such as 
marked the Mexican industry during the first quarter of the twen- 
tieth century, is now gone for good. Petroleum economics can 
never be studied in a ‘‘pure” sense any longer; government has 
been inseparably wed to the industry as a factor of production. 
On the other hand, Rollins’ contention that in many cases foreign 
exploitation of minerals leads to the annexation to that foreign 
economy of a splinter of the economy of the underdeveloped 


13 UN, Non-ferrous Metals, 99. 
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nation, is most true.* It is also a key to understanding the 
true situation. 

Perhaps it would be well to clear away first certain assumptions 
which obstruct the study of problems of foreign investments 
which involve rights and wrongs, and benefits and liabilities. I 
have already discussed the assumption that the corporation has 
a duty to engage in social welfare activities in order to improve 
and shape the national economy as well as the lives of its 
workers. A corrollary assumption is that a foreign corporation 
which entered an underdeveloped country half a century previ- 
ously should have engaged in activities not asked for at the time 
by the dominant group there and not even dreamed of as being 
proper until later years. They find themselves denounced for 
having made an agreement, in good faith, with a government 
which is later overthrown and replaced by one with a different 
economic or social ideology. Mexico and Bolivia are cases in 
point; Venezuela and the Arab oil kingdoms are potential cases. 
To expect a corporation to hold off until a true representative 
government (whatever that means) comes to power is ridiculous 
as well as unreasonable. It must also be recognized that certain 
countries have “incomplete economies.’” Nature has not endowed 
them with the necessities of an integrated manufacturing and 
agricultural economy. Some nations are emasculated by boundary 
lines, some by the accidents of geology and physiography; some 
have overwhelming stores of one or a few products but possess 
neither the complementary materials necessary to exploit them 
beyond a rather elementary stage nor the internal market to 
absorb their output. Most Latin American nations find them- 
selves in this position. Even their steel industry exists only in 
a hothouse atmosphere. 

As a postscript I might add that in certain’ nations, Mexico 
for example, the work of foreign investors is an essential and 
positive factor in the national economy in supporting a tradi- 
tional and established mineral economy upon which large regions, 
many people and the government itself depend. The industry’s 
integration with other economic sectors is attested to by the 


14 Pp, 257-258. 
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classic study of Fausto de Elhuyar in 1825.*° It has been the 
backbone of railroad revenues (supplying the base-paying bulk 
trafic) and many power companies’ income. It continues to 
provide Mexico with export income in hard currency and gov- 
ernment revenues, in addition to a supply of precious metals to 
fight inflation and pay international debts. By its tax policy 
Mexico has forced the development of higher stages of metal 
processing and deliberately controls profit margins by progres- 
sive income, production and export taxes.”° 

A certain logic does exist in the ties by which mineral economics 
link underdeveloped and advanced countries.” To understand 
these ties we might ask first: why is an advanced country ‘‘ad- 
vanced’’—a high income area which serves as a power locus? ** 
Essentially, economic, political and military power rests in the 
hands of a few nations. These nations possess the organic and 
inorganic deposits and stores (particularly iron, coal, and, often, 
petroleum, with sufficient ancillary aids such as forests, water- 
power sites, and a favorable topography), in addition to a large 
population, a high level of technology, and amenable social, 
governmental and economic organizations which can be combined 
to build a mechanized economy. In short, an advanced country 
is the product of the interaction of man—the unique animal— 
culture—man’s unique many-leveled achievement—and nature's 
““stuff’—which man, when he achieves the necessary cultural 
advances, can convert from “‘stuff” into resources. Certain na- 
tions, e.g., Switzerland, Denmark, Argentina, may enjoy a high 
income by the grace of international politics or the needs of the 


15 Fausto de Elhuyar, Memoria sobre el influjo de la mineria (Ma- 
drid, 1825). 

16] believe that Mexico’s policy of milking the mining industry to 
support development plans has reached a point which is self-defeating. 
However, the last few years have seen readjustments and the future may 
bring a fairer deal for the mineral investor in Mexico. 

17 The following analysis is based on the approach of Dr. Erich W. 
Zimmerman, and is to be found developed in detail in his World Re- 
sources and Industries (New York, 1951), Part I. Attention is par- 
ticularly directed to chapter 10, “Observations of Resource Patterns.” 

18 These terms are, of course, relative. New Zealand is not a power 
locus, nor is Japan, as far as her people are concerned, a particularly 
high income area. 
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mechanized powers. But when the chips are down, they are 
vulnerable to and dependent upon the power of others. 

The core of mechanization and national power is a “‘coal-iron 
complex” which can produce large quantities of steel. Erich 
Zimmerman, writing of military power, has remarked: “. . . with- 
out steel all else is meaningless, ineffective and inarticulate.” * 
This statement applies to economic and political power as well. 
Only a few nations qualify as mechanized powers: the United 
States, Soviet Russia, Great Britain, the nations sharing the Rhine- 
land industrial complex (France and Germany in particular), 
and Italy and Japan on a marginal basis. Among these nations, 
power has polarized in the first two. The others lack sufficient 
quantities of necessary components; their populations are not 
large enough, or certain vital materials must be imported along 
vulnerable trade lanes. Brazil alone in Latin America may qual- 
ify for “membership” eventually. Others in Latin America, Ar- 
gentina, Chile, Peru, Colombia and Mexico, have the insurmount- 
able handicaps of incomplete economies. Their coal or iron ore 
supplies can only meet their subsistence needs in steel; only in 
a few instances are their societal organizations properly suited 
to industrialization; and the size of their population for supply- 
ing industrial manpower and providing a market leaves much 
to be desired. 

Mechanization, in turn, is the key to the rapid production of 
wealth. It frees man from his traditional dependence upon 
nature’s slow processes of growth, and it endows him with the 
ability to control the tempo and quantity of his output of wealth. 
The factory is the most efficient producer of wealth yet devised 
by man. Capable of being worked twenty-four hours a day every 
day of the year, independent of the vagaries of weather and cli- 
mate, drawing upon the earth’s mineral reserves:(which also can 
be produced around the clock), and combining them with tre- 
mendous stores of agricultural products drawn from all corners 
of the earth (and hence freed from the effects of any local 
disaster), the factory rapidly spews forth gigantic amounts of 
wealth. And that factory-produced wealth provides the sinews 
of political and military as well as economic power. Except for 


19 Zimmerman, World Resources, 620. 
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a few unique instances, nations selling raw or semi-manufactured 
materials constantly find their economic position weakened by 
the appearance of alternate suppliers, or the development of 
substitutes or synthetics. Their initially inferior position vis-a-vis 
the relative ability to produce wealth becomes ever worse. Nations 
which are unable to mechanize beyond the level of light industry 
and export processing, with perhaps a limited, high-cost, hot- 
house heavy industry, must accept a lower position in the inter- 
national hierarchy of wealth and power. Population controls, 
intensive research and increased productivity may raise income 
level, but they cannot change basic relationships of power and 
dependence. 

At the pinnacle of the world’s hierarchy of power are to be 
found those nations possessing a combination of abundant sources 
of inanimate power and the basic metals.”” They are often also 
large food producers (by intensive, mechanized scientific meth- 
ods if need be), or they have safe access to food supplies.” 
Finance, commerce, rapid and cheap transportation and commu- 
nication systems, and scientific research become integral functions 
of mechanized nations, binding them into nation-states and bind- 
ing weaker areas to them. Heavy industry is supported in many 
forms, particularly the key machine-, power-, and transport-build- 
ing industries. Chemical industries, as well as secondary metal 
industries utilizing copper, lead, zinc, aluminum and light metals, 
abound. Light industries develop, and the output of technically 
advanced precision-engineered equipment is large. Such nations 
or regions serve as gigantic magnets, attracting sellers of raw 
materials and buyers of industrial goods from all parts of the 
globe. 

Along with their manufactured products, industrialized nations 
also export capital and know-how. None of them, including the 
USSR, is absolutely self-sufficient. The quantities of raw mate- 






























































































20 [bid., 140-142. 

21 In the mechanized world it is the power-using farmer who is de- 
pendent upon the city literally for his daily bread, delivered to his door 
wrapped in wax paper. William Jennings Bryan’s cry, ‘. . . destroy 
our farms and grass will grow in the streets of every city in the country,” 
is in a way the reverse of the actualsituation in mechanized nations. 
Shut the fa‘tories and many broad acres will lie fallow. 
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rials demanded and the cost of home production often necessitate 
the establishment of foreign sources of supply.” These nations, 
or their leading economic interests, have continually followed the 
policy of controlling indirectly or directly the sources of needed 
materials. The resulting colonization of less advanced economies 
is not a new phenomenon. Left alone, the major portion of the 
globe's inhabitants would remain at a cultural stage below the 
level of mechanization. Historically, at least, the use of steel 
and inanimate power has been the hallmark of the North Atlantic 
nations which share, but do not monopolize, modern western 
culture. 

Certain subtleties have been introduced into the process of 
economic colonization by the formation of political entities which 
cannot be annexed outright, but whose economies or potentiali- 
ties make them tempting suppliers to the more advanced nations. 
Broadly speaking, the raw products desired by the advanced 
nations can be divided into two categories. First there are those 
materials which can be produced most cheaply or with the risk 
shouldered by “locals.’” These materials are chiefly agricultural 
products.** Their output is “stimulated” by investments in pub- 
lic services (railroads, storage facilities, gins, dock facilities, 
modern farm machinery and methods) which are directly depend- 
ent upon the capital and technology of the advanced country. 
These services in themselves provide profits and markets for the 
advanced nation. With this stimulus, supplies increase and prices 
fall. This method has been particularly effective where pro- 
ducers’ risks are great, such as when several competing areas 
might enter the market, or where quality and yield are subject 
to great and uncontrollable variations. Argentina is the classic 
example of this type of economic colonization. Britain and 
France stimulated the La Plata area with public service and proc- 


22 Military power to open and protect these lifelines must be main- 
tained, and the threats of others to invade materials’ sources or neutralize 
the traditional power hegemony of one nation or a group of nations in 
certain areas then become matters of national security as well as of 
industrial, financial or commercial concern. 

23 An exception might be made in the case of products requiring a 
large capital investment and advanced technical knowledge such as 
bananas, rubber, and sometimes sugar cane. 
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essing investments, while Argentinians and Uruguayans raised 
the crops and livestock. The second category of materials in- 
cludes those whose production requires not only a great deal of 
capital and know-how, but whose quantity of output can be 
controlled (i.e., adjusted to market demands), whose quality is 
uniform, which have a good market in an industrialized econ- 
omy, and where the production risks can be calculated in the 
same manner as industrial risks in advanced countries. Products 
of this type are chiefly minerals, and business strategy is to con- 
trol them directly by purchase and exploitation of the source. 
Generally, they are integrated into a foreign industrial complex, 
which also determines the tempo of their exploitation. Venez- 
uelan iron ore, for example, has become part of the U.S. Steel 
industrial complex which extends from hiring geologists to sell- 
ing fabricated steel to consumers. Such raw material sources 
become “economic exclaves’’—portions of the local economy in 
reality attached to and integrated with a foreign industrial econ- 
omy.** In essence they are extensions of the economy of the 
advanced nation embedded in the territory of the less-advanced 
nation. They are resources /ocated in but not part of the economy 
of the underdeveloped nation. Exploitation policies are deter- 
mined by managerial groups thousands of miles away, which 
may have little interest in the less advanced nation’s life or 
economy. Industrialized economies import these raw materials 
to enable them to produce yet more wealth and to derive profits, 
the “gravy” of any enterprise, which remain abroad. From 
processing and fabricating these materials they then derive yet 
further profits. And often the finished product is sold back to 
the undeideveloped nation which provided the raw materials. 

To the economic nationalist these facts are proof of an inter- 
national conspiracy. He cannot divine any logical reason which 
might explain why his nation exports wire bars and imports 
electric generators. ‘Why not produce generators here with our 
copper?” he asks. And it is truly amazing how rapidly crowds 
of the self-appointed intellectual elite—generally university stu- 
dents more interested in political action than the acquisition of 
knowledge—follow along. Completely forgotten or conveniently 





*4 Zimmerman, World Resources, pp. 129-130. 
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overlooked are the elements of capital, technology, industrial 
resources, power supplies, non-copper components, etc., etc., etc. 
The painful but true fact is that the power center's control of 
mineral resources is inherent in industrialization.*° 


The root problem in such cases is the ‘‘morality” of foreigners 
exploiting mineral deposits for export, making profits, utilizing 
the material in their own economies, and then leaving behind only 
holes in the ground, rusting scrap, and abandoned people. What 
are the alternatives? Declare the area a mineral reserve and 
lose the jobs, the investment and consumption stimulation (great 
or slight, as the case may be), the taxes and the export income? 
Encourage a high, wide and handsome development relying on 
“the natural side-effects” to pay for the depletion of the nation’s 
wealth, as was done in Diaz Mexico? Abandon the emotionalism 
of the last four sentences, recognize realities of the structure of 
the international economy and the relation of underdeveloped 
mineralized countries to the advanced industrialized nations, and 
adopt policies by which the underdeveloped nation can derive 
the greatest possible benefit? The latter course is the only rea- 
sonable one. But its application is as fraught with political 
and economic pitfalls as Hamilton’s infant industry idea or the 
use of tariffs to equalize production costs. If, as experience has 
shown, the terms of trade inevitably run against underdeveloped 
mineral exporters, barring perpetual programs of charity, inter- 
national altruism or an integrated international economy, under- 
developed nations must recognize that unless they accept a slower 
rate of development than industrialized nations or a lower ceiling 
to their potential power and standard of living, they can only 
take a “dog in the manger” attitude toward mankind. This 
observation would not deny them the right to use the foreign 
investor, to get the last penny he can be made to part with for 
the benefit of the underdeveloped nation. However, such a pol- 
icy must be intelligently conceived and executed. Foreign cor- 
porations will not acquiesce to such treatment with whoops of 


25In the United States itself, the relations between the industrialized 
northeast and the raw material producing sections of the country can be 
interpreted in terms of domination and exploitation. 
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joy (nor should they be expected to, given their essential nature), 
but they can pay substantial sums, within the financial structure 
of the world mineral economy. 

If a rising standard of living is to be promoted throughout 
the globe, the economic nationalists’ attitude must be avoided. 
At the same time, no nation can be permitted to wax fat on 
another nation’s supply of basic materials. Knowing the reality 
of today’s politics and economic relations, it is extremely doubtful 
that any corporation or nation can still believe that there is a 
real possibility of obtaining raw materials from a less developed 
country without making a substantial contribution to that nation’s 
exchequer. Recognizing that corporations are not philanthropic 
organizations but that they will hold on to every dollar they 
are able to, the responsibility of promoting national development 
and safeguarding national interests must lodge primarily with 
the governmental authorities of the less-advanced nation. They 
must determine the conditions under which exploitation is to 
be permitted, and how much money is to be exacted from the 
foreign corporation to be used for the local economy or to solve 
local problems. No doubt a perfect adjustment would require 
omniscience. But realistic and reasonable conditions can be set 
when good faith exists and national hysteria is controlled. 

Foreign-owned mineral enterprises and local economies can 
integrate in a number of ways. Plans touching on transporta- 
tion, locally available supplies and power, and the labor force 
and its wages, can be tailored to fit local conditions.** A few 
examples may illustrate this possibility. Petroleum, an industry 
using tremendous amounts of imported equipment and little 
labor to produce huge quantities of a most valuable mineral, 
should be—and usually is—subjected to a high tax or royalty 
rate.’ Metal mining, which employs large numbers of workers 
and therefore can be an unsettling factor as the market dips 
and soars, can be required, as it is in Mexico, to maintain certain 
minimum employment levels. Also, as in Mexico, progressive 








*6 See the example of Mexico cited above. 
27 Rollins points out, quite rightly, that the mineral industries employ 
only a small percentage of the available labor force. But this situation 
is true of the modern mechanized mass mining industry the world over, 
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tax rates on the various stages of processing can encourage the 
erection of plants for higher levels of beneficiation before export. 
And, by the application of tariffs, consumption of locally pro- 
duced products — from dynamite to pick-axe handles — can be 
encouraged. Mineral traffic and mineral revenues can contribute 
mightily to the construction and maintenance of a national trans- 
portation system. Absolute integration may never be achieved, 
but it should not be assumed that there must exist a “natural” 
insulation of the national economy from the mineral sector. 
The cases of Bolivian tin or Mexican oil during the Diaz 
regime are neither universal nor inevitable. They are the result 
of shortsighted or deliberately pernicious governmental policy. 
If the government is honest, and if social welfare is the true 
core of its policy, mineral development can offer tremendous 
aid to national progress. To discourage mineral development 
only because foreigners benefit—perhaps relatively more than 
nationals—is to cut off one’s nose to spite another’s face. 


But another possibility must be reckoned with. What if the 
government is not honest nor does it have a policy of social 
welfare. Saudi Arabia today and Bolivia before the leftist 
revolution might be such examples. Or the government might 
dissipate its income on showy frills, as Venezuela has done, or 
it might use that income to relieve its propertied classes of taxes, 
as Chile has done. Needless to say, such irresponsible national 
policies are not the fault of the foreign investor. Nor could the 
foreigner be expected to change such policies singlehanded, un- 
less meddling in local politics for “good” (i.e., approved ad hoc) 
objectives is to be condoned and opposition voiced only to 
meddling for “bad’’ objectives. I would suggest that where 
socially irresponsible governments exist, investments should not 
be made, even though this advice appears to violate ‘common 
business sense.” However, the experience of foreign investors 


in industrialized as well as in underdeveloped nations. Furthermore, 
the output of wealth per man is quite high because of these mass pro- 
duction methods. But is this factor—the efficient and productive use 
of labor—to be construed as a point of condemnation? By harnessing 
this segment of the economy to aid the rest, benefits can be made greater 
for all. 
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in Mexico and Bolivia would serve as an example to others that 
they had better exercise more discretion in this matter than they 
ordinarily do. Often investments are not made because the 
“local investing climate” is unfavorable. There also exists a 
climate which can be too favorable, and wisdom would dictate 
looking to the future. To the investor in foreign lands today, 
this political judgment is a difficult one to make. He may draw 
comfort from the fact that the American State Department in 
dispensing foreign aid faces the same problem.” 

I am certain that my analysis will satisfy neither those who 
allege the world is rigged to mulct one group of nations for the 
benefit of another group, nor those who believe that under any 
circumstances foreign investment ought to be accepted and en- 
couraged for the alleged indirect as well as the direct benefits. 
In a sense the world is rigged, and, in a sense, all investments 
do bring at least some benefits. But until the basis of modern 
industrial civilization changes, a power hierarchy based on the 
possession of mechanical power will exist, even in a state-less 
world. Only altruism, or the spirit of charity, can redress the 
balance. The people of the power center must voluntarily give 
a portion of the fruits of their greater productivity to the under- 
developed raw materials producers who are damned to that 
position by blind nature and politically inspired boundary lines. 
The automatic mechanism which the classical economists dreamed 
would equitably distribute the results of man’s labors has faded 
before reality. But within the extremes of absolute exploitation, 
absolute withdrawal, or grandiose international charities, a fairer 
division can be made of the products of man’s increasing dom- 
ination of nature’s potentialities and his abilities to produce 
wealth more rapidly with each passing day. Only by the appli- 
cation of intelligence and good will can this better division 
be achieved. 

But then, this hope may be utopian. So many of our current 
problems could be resolved by the use of intelligence and 
good will. 


*8 This point is emphasized by David M. Pletcher, Rails, Mines and 
Progress (Ithaca, 1958), chap. 11. 











United States Electoral 


Intervention in Cuba 


By Theodore P. Wright, Jr* 


Fidel Castro has announced repeatedly that he will postpone 
up to four years the holding of free elections in Cuba until his 
reform program is completed." This may seem inconsistent 
considering that his revolution began as a protest against Batista’s 
illegal seizure of power and perpetuation in office by rigged 
elections. The United States government has made no public 
comment about this and indeed recognized Castro within a week 
of his accession to power. 


The delay in calling elections has provoked at least one demand 
that the United States act to hasten the event by making it a 
condition for economic aid. Adolf Berle, Jr., former Assistant 
Secretary of State (1938-1944) wrote in May: 

The United States should establish the principle that it can and 
will make long-range plans with governments that have held 
free, honest, and open elections, and must deal with others only 
on a de facto, day-to-day basis. . . . This means insisting that 
Cuba hold an honest election, without the terror that stalks 
there now, before Washington commits itself to long-range 
plans of economic aid.? 


Berle’s proposal could be passed over as an isolated echo of 
Platt Amendment days before the Good Neighbor Policy was 
inaugurated were it not that other American foreign policy 
makers, both Democratic and Republican, have reverted since 
1945 to the ill-advised attempts of the first third of the century 


* Assistant Professor of Government, Bates College. 

1 New York Times, Jan. 7, 12, 1959; March 1, 1959; April 20, 1959. 

2A. A. Berle, Jr., “Latin America: The Hidden Revolution”, The 
Reporter, Vol. 20, No. 11, May 28, 1959. 
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to bring about free elections in other countries by means of non- 
recognition, observation and supervision. The demand that free 
elections be held has played a prominent part in our policy in 
Eastern Europe, Korea and Viet Nam as well as in Germany 
where it may be more appropriate. Aside from the ill-starred 
activities of Ambassador Braden in Argentina, all of these efforts 
have taken place outside of Latin America, but the rash of recent 
anti-dictatorial revolutions in that area call for a review of the 
earlier American electoral interventions in Cuba and the lessons 
we should have learned from them about the efficacy of a policy 
of supporting free elections abroad. 

Cuba in 1898 was the first foreign country that presented 
the United States with policy problems for which support of 
free elections was adopted as a solution. It was the first con- 
siderable country occupied by the United States which was inhab- 
ited by a numerous alien people. The problem was what to do 
with the island once it was relinquished by Spain. 

There appeared to be three alternatives: annexation, coloniza- 
tion and independence. Admission to the Union on an equal 
basis with the other states was desired by some influential 
Americans and Cubans alike but was politically unfeasible be- 
cause of the race issue. Southern Democrats because of racial 
prejudice and identification with the anti-imperialist party op- 
posed statehood for the new American conquest on the ground 
that its racially mixed population was unassimilable. 

The European powers expected the United States to reduce 
Cuba to the colonial status it had held under Spain, possibly with 
some vague and indefinite promise of future self rule! This out- 
come was not at all unlikely considering that the other conquered 
Spanish colonies, Puerto Rico and the Philippines, received this 
treatment. But the Spanish-American War had been fought spe- 
cifically to free Cuba, a purpose which Congress embodied in the 
Teller Amendment at the very outset of the war: 


The United States hereby disclaims any disposition or intention 
to exercise sovereignty, jurisdiction, or control over said island 
except for the pacification thereof, and asserts its determination, 
when that is accomplished, to leave the government and control 
of the island to its people.* 
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American leaders like Presidents McKinley and Roosevelt, U. S. 
Military Governor Leonard Wood and Secretary of War Elihu 
Root all felt bound to honor this pledge no matter what their 
private misgivings about Cuba’s readiness for self government 
under a democratic constitution. 

Behind this self-denying ordinance lay the deep-rooted anti- 
colonial sentiments of most of the American people. It was 
argued that the United States, as a republic and as the product 
itself of a colonial revolt, could not become permanently a col- 
ony-owning empire or actively support autocratic governments 
within its sphere of influence. 

The third alternative, immediate independence for Cuba, did 
not appear any more advisable than to annex it, both because 
it was feared that a weak, poor and unstable Cuban government 
would tempt European states to intervene in her internal affairs 
to the detriment of the United States’ security, and because of 
a nascent desire by some Americans to “uplift” their less for- 
tunate neighbors. 

The problem of what to do with Cuba was well summed up 
by Secretary of State Root a decade later: 

We don’t want Cuba ourselves; we cannot permit any other 

power to get possession of her, and, to prevent the necessity 

of one and the possibility of the other of these results, we want 

her to govern herself decently and in order.‘ 
With this purpose and only American domestic political expe- 
rience to draw upon, “Free elections” were the natural operational 
criterion for “decent and orderly government’. So it was that 
in 1899 President McKinley instructed the new military governor 
of Cuba, Leonard Wood, “. . . to go down there to get the 
people ready for a republican form of government . . . and to 
get out of the island as soon as we safely can.” 

Since European models were unacceptable and the rest of 
the Latin American republics had voluntarily imitated the United 


’ Charles E. Chapman, A History of the Cuban Republic, (New York, 
1927), p. 91. 

*Philip C. Jessup, Elihu Root, 2 vols. (New York, 1938), p- 538. 

® Hermann Hagedorn, Leonard Wood, 2 vols. (New York, 1931), 
p. 261. 
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States constitution, a wholesale transplantation of our political 
institutions, including our electoral process,, took place almost 
automatically. Secretary of War Root laid down the formula 
for the steps by which Cuba was to be given independence: 


. . the results of a census having been computed and tabu- 
lated, we shall be ready to provide for municipal elections, 
which will place all the local government of the island in the 
hands of representatives elected by the people, and when these 
local governments, thus elected, are established, they will be 
ready to proceed to the formation of a representative conven- 
tion to frame a constitution and provide for (the election of) 
a general government of the island, to which the United States 
will surrender the reins of government.® 


Wood reported back to Root the next year: 

I am going to work on a constitution for the island similar to 
our own. . . . The leaders of (the Cuban parties) . . . are 
going to serve on the Commission for drawing up rules and 
regulations governing election. Our own people, however, will 
have to do most of the work, as they are the only members of 
the Commission who know much about election laws and the 
details of elections.’ 


The result of this procedure was the adoption, without change, 
of the original proposals submitted by the Americans on the 
commission only as working models. 

Successive elections, local and national, were then held under 
Cuban direction without American observation or supervision. ' 
They were said to have been orderly and for the most part hon- 
est, but since the opposition withdrew from the contest before- 
hand in both cases there was no cause for dishonest practices. 


If Root and Wood found no acceptable guides in European 
colonial policy, they did have constantly before them examples 
of what to avoid, namely, ‘the conditions which have subjected 
Haiti, San Domingo, and the Central American Republics to 
continuous revolution and disorder.” * Root showed a greater 


6 Elihu Root, The Military and Colonial Policy of the United States; 
addresses, edited by Robert Bacon and James Brown Scott (Cambridge, 
1916), p. 172. 

7 Wood to Root, February 16, 1900, June 3, 1900, Root Papers. 
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awareness than most American policy makers of the necessary 
preconditions for democratic self-government. Regarding lit- 
eracy, he warned: “I do not believe any people, three-fourths 
of whom are contented to remain unable to read and write, can 
for any very long period maintain a free government.” * He 
stressed experience in self-government, traditions of civic moral- 
ity, respect for individual rights and acceptance of majority 
decisions. Of a situation not too unlike that in Cuba at present 
he observed: 

. . . the bloody conflicts which raged so long (in Cuba) have 

necessarily left behind bitter factional feeling (which) makes 

it necessary to proceed somewhat more slowly in the formation 

of a government which is to command universal respect and 

and allegiance than would be necessary in a country accustomed 

to the discussion of public questions, familiar with the prob- 

lems presented and trained to the acceptance of the decisions 

reached by the ballot.1° 

With all these misgivings in mind, the Secretary of War and 
the Governor turned to other ways of vitalizing the full effects 
of majority rule. If there had to be elections, they might be 
arranged in such a way as to prevent the poor, uneducated and 
unruly mass of the population from bringing its full weight of 
numbers to bear. 
Five such restrictions were tried in Cuba: 


1. SUFFRAGE RESTRICTION. 

One method of cutting down illiterate or anti-American ma- 
jorities without openly flouting democratic principles was to 
restrict suffrage by imposing literacy and property qualifications 
for voting. Root and Wood tried to secure conservative control 
in this way by the suffrage law of 1900. Root denied that the 
law was racially discriminatory and gave as evidence the fact 
that it enfranchised all Cuban Army veterans, many of whom 
were colored. He argued that limiting the franchise would in- 
crease respect for it and stimulate people to thrift and education. 

The Cuban conservatives failed to take advantage of this op- 


8 Jessup, op. cit., pp. 288, 304, 306. 
® Root to Dana, January 16, 1900, cited in Jessup, op. cit., p. 305. 
10 Root, Joc. cit. 
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portunity and withdrew from the election of delegates to the 
Constitutional Convention. It was therefore overwhelmingly 
Liberal and adopted a sweeping provision for manhood suffrage. 


2. FOSTERING PRO-AMERICAN PARTIES. 

If the United States could not eliminate disorderly elements 
from the electorate, it might at least foster parties and promote 
candidates favorable to its policies while it was in occupation 
of the country. 

Americans as individuals at first found the Cuban Conserva- 
tives personally more congenial than their Liberal compatriots. 
The former were the Spanish-descended, the rich, the cultured, 
the landowners who were alarmed lest the illiterate mass of the 
people get control of the elections. Some of them had been on 
the Spanish side in the sanguinary civil wars which preceded 
American intervention and therefore feared retaliation from 
their former enemies once the Americans left. They unsuccess- 
fully urged the United States to annex Cuba.” 

Governor Wood did everything possible to encourage these 
outnumbered and politically pessimistic “‘better elements’ to 
organize for electoral purposes against the “lot of adventurers” 
in the Liberal camp. But his efforts to “bring representative 
conservative elements to the front’ under the banner of the 
Union Democratic Party were unsuccessful. The Conservatives 
had the stigma of opposition to independence attached to them, 
and, as the historians of a comparable American puppet party 
in the Philippines wryly observe: “. . . few people like to admit 
their incapacity for managing their own affairs . . .”” 

Wood showed little concern with the need for at least two 
political parties to give meaning to elections. He wrote to Sec- 
retary Root in 1900: 

Of course, the usual opposition party will gradually develop, 
but I shall endeavor to give them as slender a foundation as 


possible to stand on. . . . I am preaching one policy and that 
is for all people to get together and unite for good govern- 
ment.*5 


11 Chapman, op. cit., p. 131. 
12 Garel A. Grunder and William E. Livezey, The Philippines and the 
United States, (Norman, 1951), p. 98. 
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3. Minority PARTY REPRESENTATION. 

If the pro-United States Conservatives could not be brought 
to power by suffrage restrictions or tacit support, they could at 
least be assured enough legislative representation to be an effec- 
tive check on the majority party. Wood proposed this to the 
Cuban constitutional convention of 1900 to obtain “a fair pro- 
portion of the delegates . . . for the conservative and intelligent 
classes” which had abstained from voting.** Although this 
device was planted in the Cuban constitution, it was subsequently 
perverted by the party in power in a way which made it possible 
for the majority to elect the minority candidates as well. 


4. COALITION GOVERNMENT. 

By this technique the performance of at least the minimum 
legal forms of constitutional elections could be assured while 
the consequences of genuine political competition might be 
avoided. 

The first example of the use of the coalition tactic was in the 
Cuban presidential election of December, 1901, the final pre- 
liminary to independence. Leaders of both major Cuban parties 
signed a compact in which they agreed upon a neutral candidate, 
Tomas Estrada Palma. They correctly estimated from his long 
residence in exile in the United States before the Cuban revolu- 
tion that he would be eminently fitted to extract favorable terms 
from the United States in the liquidation of the American occu- 
pation and in the establishment of normal diplomatic and eco- 
nomic relations.*® 

One radical leader, Bartolomeo Maso, refused to join the 
coalition and ran against its candidate on a platform of criticism 
of the occupying power. After the Platt Amendment treaty was 
ratified, he focussed his attack on that instrament of American 
influence. Governor Wood therefore refused Maso’s group 
representation on the Central Board of Scrutiny for the election, 
whereupon he directed his followers not to go to the polls. Wood 
probably thought that handing over the reins of government to 


18 Wood to Root, February 16, 1900, Root Papers. 

14 Wood to Root, August 6, 1900, Root Papers. 

15 Russell H. Fitzgibbon, Cuba and the United States, 1900-1935 
(Menasha, 1935), p. 86. 
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a coalition regime would guarantee domestic peace for four 
years anyway. He fully expected the Cubans would ask volun- 
tarily for annexation to the United States after a short trial 
of independence. 


5. A TREATY RIGHT OF INTERVENTION. 


When his attempt to secure Conservative government failed, 
Root shifted his attention to obtaining Cuban acceptance of a 
constitutional and treaty right for the United States to intervene 
in case the broadly composed electorate should provoke political 
disorders dangerous to American and other foreign lives and 
property and therefore to United States ceurity. As a condition 
for American evacuation of Cuba, Root obtained reluctant Cuban 
adherence to such a treaty. Article III of the so-called ‘‘Platt 
Amendment” treaty read: 

The Government of Cuba consents that the United States may 
exercise the right to intervene for the preservation of Cuban 
independence, the maintenance of a government adequate for 
the protection of life, property, and individual liberty, and for 
discharging the obligations with respect to Cuba imposed by 
the Treaty of Paris on the United States, now to be assumed 
and undertaken by the Government of Cuba.1¢ 


There was nothing here to prevent the United States from 
helping a Cuban government to stay in power, even if it 
had been fraudulently elected unless “individual liberty” were 
stretched so as to include liberty of franchise. Secretary Root 
emphatically denied that the “intervention described in the third 
clause of the Platt Amendment is . . . synonymous with inter- 
meddling or interference with the Cuban Government’, and 
limited the conditions under which it would be applied to “just 
and substantial grounds.” *’ It was the Cuban parties out of 
power which converted what might have been an alternative 
to support of free elections into a means of achieving them by 
their appeals to the American sense of justice. 


16 Papers Relating to the Foreign Relations of the United States 1902, 
p. 321 (cited hereafter as Foreign Relations). 

17 Samuel F. Bemis, The Latin American Policy of the United States 
(New York, 1943), p. 408. 
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The first American experience with establishing democracy 
abroad through free elections appeared by the end of the Amer- 
ican occupation in 1902 to be superficially a great success. Cuba 
had been “uplifted” by four years of American education, sani- 
tation and roadbuilding, and at the same time the cynical pre- 
dictions of Europe about the intentions of the United States had 
been confounded. What seemed to be a democratic, stable Cuban 
government was installed. The strategic interests of the United 
States were covered by the Platt Amendment which guaranteed 
her a prior right of intervention should disorder endanger for- 
eign lives and property and provoke threats of European inter- 
vention. 

THE SECOND INTERVENTION: 1906-1909 

The Cuban party pact of 1901 broke down long before the 
next presidential election. As soon as the Americans evacuated 
Cuba, the dominant faction began to manipulate the electoral 
machinery of the American-style constitution in such a way as 
to assure its continuance in office. The Liberal party was eased 
out of the government and abstained from voting when it became 
apparent that the incumbent conservative ‘Moderate Party” 
intended to carry the election by fraud and intimidation. Absten- 
tion was a familiar Hispanic-American maneuver indicative of 
an intention to organize a revolution and it was so understood 
in Cuba. 

The Liberal candidate first demanded that the United States 
intervene and insist on an honest election. He pointed out that 
the Cuban government was using the threat of American military 
occupation on its own behalf to silence Liberal protests against 
electoral fraud. This request was rebuffed by the United States 
Minister to Cuba who said that his government was interested 
only in preserving peace and order. . 

Within a year civil war broke out (August, 1906). The Lib- 
erals hoped they might now force the protecting power to heed 
their earlier request to enforce free elections for they were con- 
fident they could win them. Alternatively, if the United States 
stood aside and let the two parties fight it out, the Liberals also 
stood a good chance of winning. At the worst, if the United 
States sent in its troops to support the conservative government, 
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the Liberals would be no worse off than if they did nothing 
and let their enemies stay in power by force and fraud. The 
cry “better the Americans than our opponents’ was to be the 
root of many Latin American pleas for United States assistance. 

Thus the American government again had three alternatives 
from which to choose: 


1. It could stand aloof from the civil war and simply warn 
European states whose subjects’ lives and property were jeop- 
ardized by the conflict not to take action. Such a course was far 
less feasible in the early 1900s when the American fleet was 
only sixth in size in the world than after the First World War 
when the European powers, both victor and vanquished, were 
weaknened and the United States fleet had grown to a strength 
such that no navy afloat could venture to challenge it in the 
Caribbean. There is no doubt that Secretary Root had European 
life and property in mind when he helped frame the treaty. 
He wanted a legal basis for invoking the Monroe Doctrine 
against European intervention in case of just such a breakdown 
of Cuban government as occurred.”* 

A policy of non-intervention would be untenable if the civil 

war was protracted and destructive because American lives and 
property would be lost with serious domestic repercussions for 
the administration in Washington. 
2. The second alternative was to aid the recognized government 
to suppress the insurrection. As the Cuban government began 
to lose the civil war in September, 1906, it quietly requested 
American aid in the expectation that the aid would be uncon- 
ditional. 

The United States government would probably have followed 
this second policy were it not for the fact that Root, now Sec- 
retary of State, was away in South America on a good will tour 
and Secretary of War Taft was delegated to go to Cuba in his 
place to handle the matter. Because of his judicial proclivities, 
Taft interpreted the treaty and his mission to permit not only 
renewed American occupation but also reform of the Cuban 
electoral code and the supervision of new elections.’ 


18 Leland H. Jenks, Our Cuban Colony (New York, 1928), p. 73. 
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3. In these circumstances, the third alternative, support of free 
elections, was adopted in Cuba by historic accident. One his- 
torian of Cuban-American relations attributes this decision of the 
Taft-Bacon Mission which President Roosevelt sent to Cuba to 
the fear that the propertyless rebels would otherwise burn the 
valuable, highly inflammable and largeiy foreign-owned sugar- 
can crop and mills.” Fidel Castro tried similar tactics in our 
own time. It seems more likely that Taft used this strategic 
and economic argument to rationalize his own personal prefer- 
ence for revoking the fraudulent election of 1905 than vice versa. 
Taft was a different kind of lawyer from Root. A diplomat 

who served under Taft once said of him that “(He) was a judge, 
a legalist rather than a leader. . . . He was always thinking in 
set terms of Law.” ** For such a man, a partisan attorney’s brief 
was insufficient justification for a policy or its application. He 
had to collect, sift and evaluate all the facts of a case as he 
found them with complete impartiality. When his fellow com- 
missioner, Bacon, and Consul Steinhart were pressing him to 
help the Conservative government, Taft wrote President Roose- 
velt: 

. . . I should be willing to have (the insurgents) think that 

we come, as we really do, rather as arbitrators and compro- 

misers than as desirous of directly suppressing the insurgents 

and putting them in jail.? 
He conducted a full investigation into the causes of the revolt 
and asked for written and oral evidence and suggestions from 
both sides. This procedure inevitably shifted the issue in dis- 
pute from the question of whether the revolution was creating 
such anarchy as to require the American government to inter- 
vene on behalf of the Cuban government, over to the question 
of the legality of the last election which was the ostensible cause 


1° Taft wrote to Knox years later that Root’s chilliness to his admin- 
istration could be explained by the humiliation Root had suffered in South 
America when the Cuban intervention took place in the middle of his 
good will tour. Taft to Knox, December 18, 1913, Knox Papers. 

20 Chapman, op. cit., p. 216; also see: Henry F. Pringle, The Life and 
Times of William Howard Taft, 2 vols. (New York, 1939), p. 305. 

*1 William F. Sands, Our Jungle Diplomacy (Chapel Hill, 1944), 
. 4-6. 
: 22 Taft to Roosevelt, September 16, 1906, Taft Papers. 
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of the revolt. Once he had decided to judge the case on its 
merits, there was no alternative. 

When all the evidence was in, Taft proposed a compromise: 
a coalition cabinet to conduct new elections, but the disappointed 
Conservatives indignantly refused. Thereupon Taft proclaimed 
a second American military occupation of Cuba in which he 
promised: 

The provisional government . . . will be maintained only long 
enough to restore order and peace and public confidence and 
then to hold such elections as may be necessary to determine 
those persons upon whom the permanent government of the 
Republic should be devolved.?* 
Thus Taft maintained that the Cuban government had only 
“gone into receivership”. The Cuban Congress was dissolved 
on the ground that part of its membership was fraudulently 
elected; therefore new elections were necessary. 

The frank admissions by the Cubans of electoral fraud and 
violence which Taft received during the course of his inquiry 
led him to conclude that the remedy for abuses of the law was 
more and better law. This was in keeping with the deep-seated 
American tendency to ‘make a law” as the answer to all social 
and political problems. The Cubans themselves urged on the 
Taft-Bacon Mission the necessity for the enactment of new elec- 
toral laws as a vital part of any solution to the political impasse. 


Colonel Enoch Crowder, a lawyer from the United States 
Army’s Office of the Judge Advocate General, was picked to 
elaborate the new electoral code during the second occupation. 
Like Taft, ‘his training and temperament were those of a jurist, 
of a judge rather than a lawyer.” ** 

The Conservatives, with Taft’s concurrence, pressed for the 
incorporation of a literacy requirement into the new constitution, 
but Crowder, the Chairman, advised that this was impossible 
because the constitution had been drawn up with special reference 


*5 Proclamation of Taft as Provisional Governor, September 29, 1906, 
Foreign Relations 1906, Part I, p. 491; Taft to Roosevelt, September 
27, 1906, Taft Papers. 

24 David A. Lockmiller, Magoon in Cuba: A History of the Second 
Intervention, 1906-1909 (Chapel Hill, 1938), p. 146. 
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to securing manhood suffrage. It was argued that the Cubans 
would undoubtedly change the provision back again as soon as 
the Americans left if Crowder tried to dictate such a law. One 
critic of Crowder’s work commented: 
This legislation was drafted with learning and ingenuity. (It) 
was regarded as a masterpiece, ‘a perfect electoral instrument, 
or at least proof against frauds and electoral abuses.’ Cuba 
was equipped with governmental machinery that simply could 
not go wrong. Experience has shown the delusive character 
of this idea. Colonel Crowder’s industry and zeal produced a 
document which (U.S.) Minister Gonzales later declared he 
had not found more than four men able to understand. Its 
basic feature was a scheme of proportional representation, ad- 
ministered by bipartisan electoral boards, whose duty it was to 
count the votes and announce the persons elected from the party 
lists. It proved easier for the parties to decide who ought to be 
elected, and for the electoral boards to distribute the votes 
accordingly. Repeated tinkerings have failed to make this 
democratic machinery work as intended.*5 


To insure the completion of his plans for the second Cuban 
occupation, including legal reforms and the supervision of free 
elections to replace the fraudulent ones of 1905, Taft secured 
the appointment of his protegé, Charles Magoon, to the presi- 
dential governorship instead of General Leonard Wood whom 
Roosevelt initially favored. Chapman says of him that like 
Taft he was primarily a student of law interested in legal abstrac- 
tions. He was chosen because of his knowledge of Spanish law 
rather than as a natural leader or administrator. “He was 
rather the hard-working clerk who tries faithfully to execute 
superior orders without much initiative of his own.” ** He had 
achieved some success as American Minister to Panama by acting 
as an impartial umpire between the contentious parties. He 
repeated the role in Cuba now. 

Magoon wrote back to Taft in Washington that the new 
Cuban government to be established must necessarily be bi-par- 
tisan so that one party might act as a check on the other. During 
the second occupation this was accomplished by filling official 


25 Jenks, op. cit., p. 100. 
26 Chapman, op. cit., p. 232. 
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vacancies with qualified Liberals until the distribution of offices 
was equal. 

During the preparatory period for the new elections in 1908, 
Magoon encouraged the Conservatives to reestablish their party, 
shattered by the civil war and the American intervention of 1906. 
His motive, different from Wood's partisanship, was simply to 
stimulate the quarrelsome Liberal factions to coalesce so that 
the electorate would have a clearcut choice between two parties 
in the election. In the outcome, a relatively free, contested elec- 
tion was possible largely because both parties were convinced 
that they were going to win and therefore neither abstained 
in the usual way. 

When Taft had proclaimed the second occupation in 1906, 
he wrote of “‘giving another trial at self government’’ to this 
country which had “stumbled on the hard road to democracy”, 
but he cautioned that ‘‘three times is out’ and that annexation 
would be the cost of another failure.” The character of the 
election of 1908 as a test of Cuban capacity for self government 
was further illustrated by President Roosevelt’s message of con- 
gratulation to Liberal President-elect Gomez on the orderly elec- 
tions held as the final step to American evacuation: ‘“The conduct 
of this election shows in impressive fashion the seriousness with 
which the Cuban people have now prepared themselves once 
more to assume the duties of a free and independent Republic.” ** 

What were the results of this second occupation? Secretary 
Taft came to Cuba in 1906 with a bias in favor of the party in 
power, the conservative ‘‘Moderates”. Yet so deep was his revul- 
sion from the bland admissions of fraud by the Moderates and 
so strong his feeling that the United States could not morally 
support a fraudulently elected government that his sympathies 
were alienated from them. 

The Moderates had wanted American intervention without 
the onus of publicly asking for it. The revelation of their re- 
quest at Taft’s hearings caused much patriotic indignation among 


27 Taft to Laffan, October 7, 1906 and ‘raft to Charles Taft, October 


9, 1906, Taft Papers. 
*8 Roosevelt to President-Elect Gomez, November 16, 1908, Foreign 
Relations 1908, p. 251. 
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Cubans. Taft was dismayed to find that his painstakingly neu- 
tral mediation was widely understood by Cubans as a Liberal 
victory. This interpretation probably contributed to the Lib- 
eral triumph in the American sponsored election of 1908. Thus 
impartial intervention to bring about free elections established a 
dangerous precedent when it amounted to rewarding the party 
out of power for resorting to armed insurrection to remedy 
electoral abuses. Senator Foraker had predicted that this would 
be the result of the Platt Amendment when he opposed it in 
1901. U.S. Consul General Steinhart also warned that the inter- 
vention in 1906 must be solely on behalf of the recognized 
government so as to uphold its dignity in the interest of future 
stability. Taft, whose responsibility it was to resolve the dilem- 
mas of stability versus morality, acknowledged the danger but 
chose the latter. 

After the Cuban intervention of 1906, established regimes in 
the Caribbean area could never be sure of unqualified American 
support against revolutionaries; consequently they were wont 
to give their manipulated elections some greater semblance of 
legality when the State Department protested lest the unpredict- 
able Gringos should seize upon domestic disorders as the excuse 
for another “impartial mediation”. 

THE THIRD INTERVENTION: 1916-1921 

The danger of the precedent set by the American intervention 
of 1906 became apparent in the next Cuban electoral crisis a 
decade later. Typical of Latin American parties when in office, 
the victorious Liberals split in 1912. The Liberal President, 
Gomez, disgruntled because debarred from succeeding himself 
and unsuccessful in naming his party's candidate, threw the 
election to the Conservatives. 

So by 1916 the pendulum had swung full’ cycle: all the ele- 
ments of the 1906 crisis were present again. A Conservative 
President showed every sign of intending to force his own re- 
election by fraud. The Liberals, confident that they could 
repeat their tactics of 1906, were threatening revolution if the 
United States didn’t step in to assure free elections, so Wash- 
ington faced anew the old dilemma of how to interpret the 
Platt Amendment. 
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The situation, however, was complicated by the fact that the 
First World War was by this time raging in Europe. As early 
as May, 1906, Secretary of State Lansing recommended that: 

. . . It would have a wholesome effect should the President 
of the United States . . . state that the international situation 
demands, as never before, that constituted authorities be upheld 
and law and order be maintained at all costs.?® 

Both Lansing and United States Minister to Cuba William 
Gonzales personally sympathized with the efforts of President 
Menocal to win reelection because he was American-educated, 
well disposed toward the United States, and had close relations 
with American businessmen in Cuba. The Liberals, on the other 
hand, were accused of being pro-German and hostile to American 
interests. This became a serious matter as the entry of the 
United States into the war drew close and the Cuban sugar crop 
loomed in importance for the prospective war effort. 


Nevertheless, when the election had taken place, the United 
States gave diplomatic support to the holding of new elections 
in provinces where the Cuban Supreme Court had voided the 
ballots for flagrant fraud. Minister Gonzales even offered to 
send the American military attaché to observe these provincial 
elections. 

Providentially for Lansing, Gonzales and Menocal, the Lib- 
erals made the grievous error of launching their long threatened 
revolt before the new elections could be held, thereby putting 
themselves beyond the pale of legal respectability. Lansing 
had the United States Minister announce: 

The United States has given its confidence and support only to 
Governments established through legal and constitutional meth- 
ods. . . . The armed revolt against the Constitutional Govern- 
ment of Cuba is considered by . . . the United States as a 
lawless and unconstitutional act and will not be countenanced. 
The leaders of the revolt will be held personally responsible 
for injury to foreign nations and for destruction of foreign 
property.*° 


2° Lansing to Tumulty, May 4, 1916, Wilson Papers. 
3° Lansing to Gonzales, February 13, 18, 1917, Foreign Relations 1917, 
pp. 356, 363. 
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The Liberals then asked for American supervision of the 
elections, but too late. Lansing did make half-hearted efforts 
to procure amnesty for the rebels, a restaging of partial elections 
and an invitation by the Cuban Government to General Crowder 
to investigate the whole affair. But the Conservatives now knew 
that in a showdown they had the United States behind them 
even to the extent of landing American troops again at Guan- 
tanamo, so they quietly and skillfully parried Lansing’s proposals 
and snuffed out the demoralized rebellion. In the end Lansing 
made an even stronger statement in favor of the government 
regarding the remnants of the rebellion: 

. . . As Cuba has now declared war against Germany and has 
aligned herself with the United States, the people of Cuba 
should set aside their political differences in the face of inter- 
national danger. . . . The United States will be forced to con- 
sider as its own enemies those persons in revolt against the 
Constitutional Government unless they immediately return to 
their allegiances.*? 

A letter from one of the American sugar companies to Assist- 
ant Secretary of State Polk shows that there may have been more 
behind all this than the war needs of the Allies. The writer 
of the letter charges that Menocal and one of his chief Liberal 
opponents were financially interested in rival sugar companies 
and may have been not adverse to seeing each other's mills and 
cane destroyed in the civil war to raise the value of his own 
mill.** If this was so, then the United States government was 
being used to benefit one side over another in a commercial 
rivalry under the guise of supporting constitutional government 
and the Cuban war effort. 

As soon as the First World War was over, the Department 
of State began applying pressure to President Menocal to ask 
for American supervision of the 1920 election. Polk now warned: 
. . . In its support of constitutional governments the United 
States must take into consideration their attitudes in regard to 
the freedom of elections . . . the only attitude which the Gov- 
ernment of the United States can conscientiously support.** 


*1 Lansing to Gonzales, May 15, 1917, sbid., p. 406. 
82H. C. Laikin of the Cuba Company, 49 Wall St., to Polk, February 
28, 1917, Polk Papers. 
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At first Menocal balked, but later he reluctantly accepted an 
electoral reform mission, possibly as a dilatory tactic. The Lib- 
erals having learned a lesson from the events of 1916-1917, now 
openly invoked American supervision. They asked, alternatively, 
that the United States stay neutral in case of another revolution. 
They won the sympathies of the United States naval and militarv 
attachés in Havana and employed American businessmen and 
lawyers to lobby for them in Washington and try to discredit 
the Cuban President and the American Minister. 

Gonzales, Polk, and Crowder all agreed that electoral reform 
alone would not suffice: “It makes no difference what the laws 
are, unless we administer them it will do no good”, as the last- 
named said.** But Gonzales resisted the pressure for ever greater 
American involvement in Cuban elections: 

If we intervened in an election in Cuba on the score of pre- 

venting fraud, the only way in which we could make good our 

guaranty of honesty would be to conduct the elections with 

our agents or managers in control of the booths, polling-lists— 

everything. A marine or two standing around would mean 

nothing. If we are going to indorse elections in Cuba as honest 

we have to conduct them, or be ourselves guilty of moral 

fraud. To conduct elections every other year, for our obligation 

would be permanent, would make the country’s independence 

such a farce that complete and permanent occupation would in 

my opinion be much more desirable.** 
However, Crowder, like the good soldier he was, went to Cuba 
again to help amend his own electoral code of the second occu- 
pation in the light of the intervening decade’s experience. He 
found widespread padding of the voting lists, ballot-box stuff- 
ing and collusion in fraud between the major parties. He con- 
cluded that ‘‘. . . the electoral administration of Cuba has been 
a failure . . . not because of weakness of the law, but because 
of absolute disregard and narrow interpretation of its provisions 


by those executing it.” ** Nevertheless, he doggedly recommended 


88 Acting Secretary of State Polk to Minister Gonzales, January 24, 
1919, Foreign Relations 1919, Vol. II, p. 6. 

*4 Polk Diary, February 28, 1919, Polk Papers. 

5 Gonzales to Polk, February 4, 1919, Polk Papers. 

86 Crowder to Secretary of State, August 30, 1919, Foreign Relations 
1919, II, pp. 29-77. 
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a new electoral code which would, in the words of Gonzales, 
“be as fraudproof as it seems possible to construct.” *’ The 
chief reform of Crowder’s new code was to provide orderly pro- 
cedures for the appeal of disputed elections to an impartial 
judiciary. Another was to forbid party alliances whereby dummy 
third parties had been used to split the opponents’ parties. A 
third was to break up the oligarchic control of party conven- 
tions. A new census and registration were made. Chapman 
comments: 

In the end, the number and character of the guarantees in the 

new law against fraud, all based on previous Cuban experience, 

were such as to constitute an indictment of the nation.** 

The State Department, for its part, tried to resist further 
involvement in the Cuban election. For instance, it refused 
to settle intra-party disputes even though they had a vital bear- 
ing on the outcome of elections. When the Liberal Party split 
in two in 1920 and the defeated Liberal candidate of 1916 
made a coalition with the Conservatives on condition he would 
be candidate of both, Secretary of State Colby rebuffed proposals 
to mediate the dispute. “Any attempt to transfer the forum 
of political activity from the Island of Cuba to Washington is 
harmful to the best interests of Cuba and is fruitful of endless 
misunderstandings.” °° As to the perennial Liberal threat to 
withdraw from the election campaign if their demands were 
not met, Colby stated that the United States would not be influ- 
enced in its policy regarding the results of a fair election by 
the withdrawal of any faction from the election. Again and 
again it was reiterated that Cubans must exhaust the remedies 
provided by their reformed election law before applying to 
Washington for relief. The ambiguity of the Department's 
interpretation of the Platt Amendment was -most clearly illus- 
trated by Secretary Colby’s final pre-election statement of August 
25, 1920 in which he reiterated that the sole interest of the 
United States was in securing a free and fair expression of popu- 


8* Ambassador Gonzales to Polk, June 17, 1919, Polk Papers. 

88 Chapman, op. cit., p. 406. 

89 Secretary of State to Minister Long, March 25, 1920, Foreign Rela- 
tions 1920, Vol. Il, p. 4. 
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lar will, but that the responsibility for this rested with the Cuban 
Government since the United States did not propose to super- 
vise the elections. He reminded the ‘‘outs’, however, that under 
its treaty obligations the United States was unalterably opposed 
to any attempt to substitute violence for the processes of govern- 
ment. He reminded the “ins” that the United States was no 
less opposed to intimidation and fraud in elections.*° 

Brave words to no effect! The Conservatives again took advan- 
tage of this refusal to act and called the bluff of the Department. 
The laboriously worked out safeguards of Crowder's code were 
flagrantly disregarded. Many of the election results were con- 
tested in the courts so the Department sent Crowder, this time 
uninvited, on a third mission to Cuba. He obtained new elec- 
tions for the Liberals in some Districts, just as in 1917, but this 
time the Liberals withdrew from the contest at the last minute, 
thus affording the Department an excuse for evading the choice 
of treaty interpretations again. 


Crowder stayed on for eight years, first as a special commis- 
sioner and then as Ambassador himself, in a forlorn effort to 
impose electoral purity on the recalcitrant Cubans. At first he 
succeeded in getting the incoming President, Zayas, to promise 
further changes in the electoral code. Zayas had to take his 
advice for a couple of years because he wanted an American 
loan, but the electoral reforms he promised were never under- 
taken except in a way that made matters even worse than before. 
The technique of using American economic aid as a weapon 
to force political reforms, as proposed in 1959 by Mr. Berle, 
was totally ineffective in the 1920s. Soon Crowder was muzzled 
by the incoming Republican administration in Washington. The 
new Republican Secretary of State, Hughes, self-righteously but 
understandably told the Cuban Chargé d’Affaires in 1923: 

. . . If Cuba insisted upon taking a downward path, the United 
States would not fail to give her caution and advise her in her 
own interest, and if she still persisted, she could not in any 
way hold the United States responsible for the inevitable disaster 
that would follow.‘ 


*° Secretary Colby to Charge White, August 25, 1920, Ibid., p. 17. 
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By this time the sense of danger from European intervention 
in case of Cuban civil war was greatly diminished and the Platt 
Amendment policy was probably continued more out of inertia 
and a vague sense of moral obligation to our ward. 


Zayas’ Liberal successor, Machado, amended the Crowder code 
in 1927 to make it even less effective. American Ambassador 
Guggenheim forced him to restore the code in 1930, but by that 
time, as the Ambassador had to admit, the real desire of the 
opposition was for a coup d'état, not reform, for Machado’s 
government had drifted into a repressive dictatorship. Ambas- 
sadors Crowder and Guggenheim (1929-1933) got little or no 
support from Washington in their running battle with Machado 
over free elections. Crowder considered Machado’s plan of 
1927 to extend not only his own term of office, but also that 
of the Congress “highly objectionable since it defies the most 
elemental principles of representative government,” ** but the 
Latin American Division of the Department and Secretary Kel- 
logg refused to raise a protest. Guggenheim stated later that 
action of Machado’s was one of the two underlying causes of 
the fierce political resentment against him in the turbulent years 
that followed. It may be compared with the hatred of Batista 
caused by his seizure of power in 1952 to forestall an electoral 
defeat. By 1931, the Ambassador painted a dark picture for 
Cuba. The Liberal Party had been in power for six years and 
all of the politicians without power and jobs were in a desper- 
ate financial situation. The Liberal party gave them no hope 
of a fair chance to return to power for years to come. The 
opposition, as usual were in agreement on nothing but their 
hatred of Machado. Guggenheim proposed a coalition govern- 
ment and other reforms to satisfy the “outs” but Secretary Stim- 
son only stressed his new policy of returning to Root’s inter- 
pretation of the Platt Amendment: support the recognized 
government. 


*1 Memorandum of interview with Cuban Charge, Dr. Padro y Almeida, 
August 21, 1923, Hughes Papers. 

42 Stokely Morgan to Secretary of State, Memorandum of Division of 
Latin American Affairs, April 11, 1927, U.S. Archives. 
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This same frustrating misunderstanding between the Depart- 
ment in Washington and its representatives in the field was 
repeated between the succeeding, Democratic Secretary of State, 
Cordell Hull, and Sumner Welles, Ambassador to Cuba during 
the prolonged civil strife which accompanied Machado’s over- 
throw and the rise of Batista in 1933. Hull instructed Welles: 

Under this (Root) interpretation, it will be evident to you that 
conditions in Cuba, highly unsatisfactory and even alarming as 
they may be, do not constitute a just basis for the formal action 
of the Government of the United States looking towards 
intervention.** 
The next year (May 29, 1934) the treaty embodying the Platt 
Amendment was abrogated as part of President Franklin Roose- 
velt’s ““Good Neighbor Policy’’.** 

The long story of American intervention in Cuban politics 
makes it apparent that the impartial support of free elections 
in countries where democracy has not already been firmly planted 
is to no avail.“ There may well be objectives such as the pro- 
tection of American property from uncompensated nationaliza- 
tion for which we should be prepared to use American aid as 
a bargaining instrument, but free elections is not one of them. 
The best we can do to spread democracy is to help create the 
economic and social prerequisites for our form of government. 
This does not mean going out of our way to flatter and arm 
dictators as we have too often done in the Caribbean area in 
the past twenty years. But it does point to a continuation of 
that scrupulous abstention from all attempts to influence or par- 
ticipate in the domestic politics and electoral processes of our 
neighbors which Secretaries Stimson and Hull began in the 1930s. 


43 Secretary Hull to the Appointed Ambassador in Cuba (Welles), 


May 1, 1933, Foreign Relations 1933, V, p. 283. 

44 Bemis, op. cit., p. 281. 

45 Theodore P. Wright, Jr., ‘Free Elections in the Latin American 
Policy of the United States”, Political Science Quarterly, Vol. LXXIV, 
No. 1, March 1959. 





Great Britain’s Disastrous 


Adventure in Mexican Real Estate 


and Rubber, 1885-1911 
By Alfred Tischendorf* 


When the editor of a London financial weekly noticed the 
increasing number of land and colonization companies being 
organized in the 1880's, he advised parents with an eye to the 
future to prepare their sons to be liquidators of such enterprises 
since “there will be, by and by, so many to wind-up that extra 
hands will be required to perform the task.” * If the writer 
was alive in 1910 he may have counted himself something of 
a prophet, at least where Mexican ventures were concerned. 
British investors may have made money from some of their 
real estate and rubber holdings in Latin America before World 
War I, but in Mexico they made what might- well be termed a 
pathetic showing. There is evidence that in some areas of eco- 
nomic endeavor the foreigners in Mexico during the Diaz period 
greedily exploited the nation and its people. One wonders if 
the following story fits into that pattern. 

British investors organized thirty-two limited companies to 
colonize large tracts, cultivate rubber trees, grow tobacco, coffee, 
sugar cane, cotton, and raise cattle and horses in Mexico between 
1885 and the end of 1910.’ The total property owned by the 


* Assistant Professor of History, Duke University 

1 Mining Journal, LIX (Feb. 23, 1889), 229. 

2 The term “real estate’’ in this paper includes land which Britons 
acquired for colonization, farming, and ranching. The statistics are a 
product of a careful study of the records of Limited companies in Bush 
House and the Public Record Office in London. Britons seldom oper- 
ated outside the Limited company system and British holdings in Amer- 
ican enterprises never were large. The four active ranch companies, 
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companies covered almost 41,000 square miles.* The paid-up 
capital of the companies was £3,367,158 in 1890, £3,259,873 in 
1900, and £3,658,053 at the end of 1910.4 However, only 
£473,000 in cash was received for shares in the enterprises.” None 
of the ranching or agricultural companies was important, and 
less than one-half of any of the concerns attempted to work in 
Mexico. Three-fourths of the total sterling was placed in ven- 
tures active in Lower California, but British investors also con- 
tributed to companies controlling one million acres in Chiapas 
and Durango and smaller areas in Chihuahua, Oaxaca, Coahuila, 
Sonora, Veracruz, and San Luis Potosi.° Almost all their efforts 
in Mexico ended in failure. Few Britons migrated to the Repub- 
lic; only two of the companies returned dividends; and many of 
those remaining in business in 1910 were selling sections of their 
companies to recoup heavy losses. 

The British excursion into these fields must be examined within 
the framework of Diaz’ land policies. The dictator and his 
cientificos, guided by their belief in progress through industrial- 
ization and immigration, accelerated the process of dividing 
Mexico into immense principalities. Laws passed in 1883 and 






see map, waged no promotional campaigns in England. London journals 
seldom contained news of their activities; none acquired a quotation on 
the Stock Exchange; and there is no evidence that any paid a dividend. 
The Highland Land and Livestock Company, a Scottish concern, has been 
placed on the map. The English companies purchased their land from 
American owners, and all but the Guerrero (Mexican) Land Syndicate, 
breeding horses valued at £24,000 in 1910, disposed of their property 
before the Revolution in 1911. See Consul Trench to Lord Kimberley, 
No. 3 Consular April 25, 1894, Great Britain, Foreign Office Series 50, 
Mexico, Vol. 492; Lionel Carden to Lord Salisbury, Oct. 27, 1895, FO 
50, Vol. 500; South American Journal, XXXII (Feb. 4, 1888), 7; Mod- 
ern Mexico, XIV (Nov. 1902), 42; ibid., XV (July, 1903), 35-36. 
British interests in coffee, tobacco, sugar cane, and cotton were not im- 
portant. Three companies planning to produce these crops in southern 
Mexico gave up because of lack of capital; another was ruined when the 
Mexican partners absconded with most of the company’s money in 1889. 
The fate of most of these companies may be traced in published British 
consular reports and in the diplomatic dispatches. 

* Figures from the company records of the 35 enterprises. 

4 Ibid. 

5 Ibid. 
° The companies may be located on the map. 
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1894 granted concessions to survey land in the Republic. Two- 
thirds of the surveyed land was to revert to the Mexican nation. 
One-third was kept by the examiners and, in fact, they usually 
were allowed to purchase the remainder at a low price. One au- 
thority has estimated that Diaz virtually handed over 134,000,000 
acres to individuals and to land companies controlled mainly 
by foreigners.’ In 1910, partly as a result of this policy, almost 
50 per cent of the Republic’s rural population lived surrounded 
by large estates and probably less than 5 per cent of the populace 
owned land.* 

Englishmen began to evince interest in acquiring Mexican 
land for colonization and farming when it became apparent that 
diplomatic relations between the two countries would be re- 
newed after a break lasting more than fifteen years. Shortly 
after the Preliminary Agreement was signed in August, 1884, 
Lionel Carden, a British Consul, outlined Diaz’ land program 
to his superiors in London.’ One of Carden’s associates in Mex- 
ico, George Jenner, published a report outlining the opportunities 
for British capital under the new scheme. After reminding 
his readers that Britons were known as pioneers in backward 
countries, Jenner explained that large plots of land in northern 
Mexico could be purchased for $.35 to $.50 an acre. An ideal 
climate, low taxes, and the proximity of the markets and rail- 
ways of the United States offered an excellent base for profitable 
enterprise.” No attempt was made to relate the fall in the 
price of silver to the opportunities for investment, and Jenner 
did not, of course, mention the unfortunate record of previous 
attempts in this type of enterprise in the northern states.” 

The Foreign Office soon began to receive numerous letters 
asking for information on conditions in Mexico. One Briton 


7 Eyler No. Simpson, The Ejido, Mexico’s Way Out (Chapel Hill, 
1937), pp. 27-28. 

8 Ibid., pp. 36-37. 

® Carden to Salisbury, Sept. 25, 1885, FO 50, Vol. 448. 

1° Great Britain, Diplomatic and Consular Reports, (GBDCR) Com- 
mercial No. 18, Report on Investments for British Capital in Mexico 
(London, 1886). 

11 Charles Nordhoff, Peninsular California (New York, 1888), pp. 22, 
25-32; Hubert Howe Bancroft, History of the North Mexican States and 
Texas, II (San Francisco, 1889), pp. 727-28. 
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asked how he might purchase an estate from the Mexican gov- 
ernment. Another wanted a summary of Mexican citizenship 
laws for those who registered land titles in the Republic. A 
third wished to know if rice could be grown on a ranch he was 
planning to purchase.” 


In January 1889 Sir Edward Jenkinson, a secretary to the Lord 
Lieutenant in Ireland, told the Foreign Office that he was leaving 
for Mexico to acquire more than 20,000,000 acres in Lower 
California for a group of British investors.’* Jenkinson left Eng- 
land with an official letter of introduction and in May 1889 an- 
nounced the formation of the Mexican Land and Colonization 
Company. This enterprise proved to be the largest and most 
controversial of the British colonization concerns." 

The company’s property in Lower California, Chiapas, and 
Sonora was purchased from American and Mexican interests who 
decided to give up after years of disheartening operations. George 
Sisson, a Michigan attorney, Louis Hiiller, a naturalized United 
States citizen, and some Mexican financiers formed the Inter- 
national Company of Mexico in the early 1880's to exploit a 
government grant of 14,602,620 acres in Sonora, Lower Cali- 
fornia, two islands off the western coast of the peninsula, and 
over 340,000 acres in Chiapas.*® Sisson hoped to establish a 


12 A. A. Dance to Foreign Secretary, Feb. 16, 1887, FO 50, Vol. 463; 
Charles Phillips to Blair Robertson, July 2, 1888, Great Britain, Foreign 
Office Series 203, Vol. 109. Also see Sir Spenser St. John to Salisbury, 
No. 16, Diplomatic Confidential, May 4, 1888, FO 50, Vol. 465. 

13 Jenkinson to Lord Pauncefote, Jan. 10, 1889, FO, Vol. 472; Salis- 
bury to St. John, Jan. 12, 1889, FO 50, Vol. 479. 

14 Company Record Office (CRO), London, File No. 28841, The 
Mexican Land and Colonization Company. Reference must be made to 
the 4,000,000 acre tract in Lower California purchased from the Mexican 
government by the California (Mexico) Land Company. The Company 
was registered in London in 1888, but Britons held only 3,500 of the 
concern’s 55,640 one pound shares. The remainder were controlled by 
bankers in Paris. These bankers probably were responsible for a 7 per 
cent dividend paid in 1890 to promote the company. Its concession 
was revoked by the Mexican government because of a failure to develop 
the property. See Carden to Salisbury, No. 1 Commercial, May 23, 
1890, FO 50, Vol. 475; Slaughter and May, Solicitors to Lord Lans- 
downe, Feb. 11, 1901, FO 50, Vol. 526; CRO, File No. 26608, Cali- 
fornia (Mexco) Land Company. 
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steamer service along the coast, construct a network of railroads 
in northwestern Mexico, build hotels at Ensenada, and string 
telegraph lines from there to the United States. He also had 
plans to someday build a university in Lower California.” 

Land was offered for sale to American and European colonists 
in 1886 over the objections of Mexican nationalists who pictured 
the venture as part of a plan by the United States to annex 
Mexican border areas.’ In the first rush of enthusiasm over 
3,000 Central Europeans, Norwegians, and Americans may have 
come to Lower California, but they were lured by gold rather 
than any desire to establish permanent homes.** The exodus 
began when alluvial deposits gave out three feet below the 
surface. A shortage of wood and water in the Ensenada district 
added to the company’s problems and by 1889 only 900 of the 
original emigrants remained in Lower California.*® In April of 
that year, having spent £600,000 to promote their company, 
Sisson and Hiiller decided to abandon the project.”° 

A complex arrangement transferring the property to Sir Edward 
Jenkinson was made on April 4, 1889. Sisson and Hiiller sold 
their holdings to the Mexican Land and Colonization Company; 
others in the International enterprise exchanged their shares for 
shares in the British concern. The new company’s share capital 
of £3,100,000 in 1889 was divided among 400 shareholders, 
including the River Plate Trust Company, the Bankers’ Invest- 
ment Trust Corporation of London, two members of the House 
of Commons, and American capitalist J. Pierpont Morgan.” 


15 File No. 28841. 

16 México, Secretario de Fomento, Exposicién que hace el secretario de 
fomento sobre la colonizacién de la Baja California (México, 1887), 
pp. 95-99, for a copy of the original contract. 

17 La Novedades, Nov. 28, 1886; E/ Tiempo, Nov. 28, 1886, quoted 
in México, Secretario de Fomento, Exposcién . . . sobre la colonizacioén 
de la Baja California, pp. 1-9. 

18 Report by Francis Denys, Dec. 5, 1889, FO 50, Vol. 469; also see 
United States, Consular Letters, Matamoros, Werner Sutton to Assistant 
Secretary of State, No. 558, March 15, 1889, Vol. 23. Waiters and 
telegraphers, among others, had rushed from Ensenada to prospect for 
old. 

: 19 [bid. 
20 St. John to Mr. Jervoise, Private, Nov. 28, 1889, FO 50, Vol. 468. 
21 File No. 28841. 
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The Mexican Land and Colonization Company took over approx- 
imately 15,000,000 acres from the International Company and 
also acquired an additional 3,000,000 acres in Chiapas from the 
Mexican government for the token price of $6,000 in bonds of 
the Consolidated National Debt.** The company was to settle 
900 colonists on the Chiapas property within ten years. It was 
to forfeit a $100 Mexican government bond for every colonist 
under that figure. Settlers were exempted from federal taxes 
for a decade and could import machinery without paying duty 
for the same period.” 

The company’s board of directors appointed Jenkinson Gen- 
eral Manager in Mexico with offices in Ensenada. His contract 
was for five years at an annual salary of £2,000. After obtain- 
ing a clear title in the Mexican courts to the lands held by the 
company, Jenkinson formulated a plan for dividing and selling 
sections of the property.** The first important sale was made 
in 1890 when a group in the Mexican Land and Colonization 
Company headed by A. P. Allsop purchased 400,000 acres sur- 
rounding the port town of San Quintin from the parent con- 
cern.** The price was £30,000 in cash and £100,000 in shares 
in Allsopp’s enterprise, the Lower California Development Com- 
pany. Allsopp obtained permission from the Mexican author- 
ities to institute a mail service from San Quintin to Ensenada 
and up the coast to San Diego. He and the directors hoped this 
service would keep the concern solvent until settlers came to 
the peninsula.” 

The Mexican Land and Colonization Company and the Lower 
California Development Company almost collapsed during the 
next three years. The economic crisis of 1890 and the panic of 
1893 helped to halt the flow of whatever British capital might 





22 Simpson, p. 28; also see CRO, File No. 86790, Land Company of 
Chiapas. 

23 [bid Stock Exchange Library (SEL), London, Prospectus for the 
Mexican Land and Colonization Company. 

24 St. John to Jervoise, Private, Nov. 28, 1889, FO 50, Vol. 468; St. 
John to Salisbury, June 11, 1890, FO 50, Vol. 474; Salisbury to Carden, 
No. 1 Commercial, June 13, 1890, FO 50, Vol. 475. 

*8 CRO, File No. 32395, Lower California Development Company. 

26 Tbid. 
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have been available to develop Lower California. It further 
was apparent by 1893 that not many Britons and other Euro- 
peans were going to migrate to Mexico. The Foreign Office, 
in fact, discouraged emigration to the Republic during this 
period. Lionel Carden informed prospective settlers that a man 
with ample capital, a knowledge of Spanish, and the proper 
introductions had only a fair chance of success in the country. 
He urged artists, doctors, house painters, and unskilled laborers, 
among others, to remain in England.** Most of the 2,500 Britons 
in Mexico in the early 1890's were in the Federal District, Chi- 
huahua, Pachuca, Guanjuato, and Coahuila. There were but 
135 Britons in Sonora and Lower California and only ten settlers 
from England had been attracted to the Mexican Land Com- 
pany’s property in Chiapas.** Lionel Carden felt that only one 
Briton in Ensenada was qualified to serve as vice-consul in that 
district.” 

Relations between the British companies and the Mexican 
government grew tense after 1890. On April 12, 1892, Charles 
Anthony, a California engineer, publicly accused the Mexican 
Land and Colonization Company of being an agent of the Brit- 
ish government in Ensenada.** The British skeleton crew living 
in the city was there to draw maps of the western coastline in 
preparation for a filibuster raid from San Diego across the 
border. This raid would lead to interference by the British 
Navy to protect British subjects and to seize San Quintin. The 
port then would be turned over to the Admiralty. The British 
minister in Mexico City promptly denied the existence of a plot, 
explaining that no coaling station in Mexico was worth the 
loss of Mexican friendship or the rancor of the United States.** 
In the House of Commons a representative from the Admiralty 


27 Lord Lister to St. John, Feb. 13, 1892, FO 50, Vol. 487. GBDCR, 
Annual Series No. 2464, Report on the Trade and Agriculture of Sonora 
(London, 1900); Carden to R. Angier, March 31, 1891, FO 203, Vol. 
114; Carden to M. Taylor, April 10, 1893, FO 203, Vol. 119. 

*8 Varying estimates of the number of foreigners in Mexico are found 
in the diplomatic dispatches and the published consular reports. 

2° Carden to Salisbury, Oct. 27, 1895, FO 50, Vol. 500. 

30 The Times (London), April 12, 1892. The story also was printed 
in The Mexican Financier and The New York Herald. 
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announced that his department had no interest in San Quintin, 
if only because “‘of the impossibility of fortifying and holding 
a position in the mainland in the present of the forces and 
resources of American Continental Nations, at such a distance 
from the mother country.” * 


More trouble for the British concerns came in the form of a 
letter to President Diaz from the Governor of Lower California 
in early May 1892.*° Governor Luis Torres wrote that J. A. 
Drought, a director of the Lower California Development Com- 
pany, recently had suggested that the Governor assist his company 
in bringing Lower California under the control of the United 
States.** British property values would increase, debts could be 
erased, and Torres would be rewarded for his help. Torres 
also implicated Sir Edward Jenkinson in the plot. Jenkinson and 
Drought promptly were summoned to Diaz’ office in the capital 
for a conference.*° Jenkinson was exonerated but Drought was 
not allowed to get off so easily. He had visited San Diego and 
was seen with Americans known to be part of a small annexation- 
ist party.°° Drought admitted meeting with Governor Torres, 
although he denied that anything irregular had been suggested.*’ 
Sir Spenser St. John, the British Minister, was convinced that 
Drought and others in the Lower California concern were guilty 
of the charge. St. John and Lord Salisbury insisted, however, 
that the case should be handled by the Mexican government.* 
On May 27 Mexico’s minister of foreign affairs informed St. 


81 §t. John to Salisbury, April 14, 1892, FO 50, Vol. 483; Sanderson 


to St. John, April 15, 1892, Vol. 483. 

82 Evan MacGregor to Salisbury, n.d., FO 50, Vol. 486. 

°8 Report of the letter was made in Mariscal to St. John, Private, May 
19, 1892, FO 50, Vol. 484. 

84 Reactions in the Foreign Office may be found in St. John to Salis- 
bury, No. 8 Consular, Feb. 25, 1892, FO 50, Vol. 484; Lister to Salisbury, 
May 2, 1892, FO 50, Vol. 484. 

35 [bid. 

86 St. John to Salisbury, No. 14 Confidential, April 13, 1892, FO 50, 
Vol. 484. 

°7 Drought to Salisbury, May 20, 1892, FO 50, Vol. 484. 

88 See Salisbury’s note on reverse side of Lister to Salisbury, May 2, 
1893, FO 50, Vol. 484; Salisbury to Drought, May 27, 1892, FO 50, 
Vol. 487. 
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John that the Lower California company had to be “reorganized” 
if it expected to remain in the government's favor.*° When 
Drought handed his resignation to the directors and left for 
England President Diaz immediately said that the affair was 
closed.*® Probably no one familiar with the fracas was surprised 
when the Lower California enterprise soon announced that it was 
reselling its property to the Mexican Land and Colonization 
Company and closing its offices in Mexico. 

During the years just studied representatives of the Mexican 
Land and Colonization Company returned to England and plans 
for appointing a Briton as vice-consul in Ensenada were can- 
celled.** The annexation incidents, world-wide economic prob- 
lems, and the collapse of the colonization plans impelled the 
company to reappraise its policy. When the Mexican Land 
concern reopened the Ensenada office in June, 1894, its aim was 
to dispose of the company’s lands in large chunks as quickly as 
possible and pull out of Mexico. Directors maintained that the 
antagonism toward the company generated during the early 
1890's forced this action.*? 

The company’s first sale under this new policy was made in 
Sonora in 1900. No attempt had been made to exploit this 
section of the company’s property after it was acquired in 1889, 
mainly because southern Sonora was kept in an uneasy condition 
by Yaqui Indian raids and government reprisals.** By 1900 
thousands of the Indians had been killed or transported to dis- 
tant states by government order.** This helped to open the 
way for the sale of the land in Sonora. On July 31, 1900, Fran- 


8° St. John to Salisbury, May 20, 1892, FO 50, Vol. 484. 

4° Bland to Salisbury, No. 19 Commercial, Aug. 19, 1892, FO 50, 
Vol. 484. 

*1 Secretary, Mexican Land and Colonization Corhpany to Lord Rose- 
bery, June 14, 1894, FO 50, Vol. 494. 

#2 There were manifestations of anti-British sentiment after the Drought 
episode. When the manager of the Mexican Land concern was sug- 
gested as a suitable candidate for the job of vice-consul in Ensenada in 
1894, the Mexican government rejected him in terms that suggested the 
diplomatic imbroglio had not been forgotten. See Carden to Rosebery, 
No. 10 Consular, July 14, 1894, FO 50, Vol. 493. 

*8 David M. Pletcher, ‘The Development of Railroads in Sonora,” 
Inter-American Economic Affairs, 1 (March, 1948), 41-42. 
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cis Pavy and Edgar Welles of New York purchased 87,000 acres 
between Agua Caliente and the Yaqui River from the Mexican 
Land venture for £40,000 in cash and an unannounced number 
of shares in Pavy’s London-registered Yaqui River Land and 
Development Company.*® The company prospectus extolled the 
virtues of the Sonora area. The Sonora Railway's terminus at 
Guayamas brought transportation facilities to the company’s door- 
step and when irrigation canals were dug in the area a brisk 
trade in produce such as oranges and tomatoes would be devel- 
oped with the United States.*° 

While Francis Pavy attempted to parlay his Sonora purchase 
into a going concern, the Mexican Land and Colonization Com- 
pany continued to press its primary objective. The company had 
been unable to raise enough capital or enthusiasm to develop its 
4,000,000 acre tract in Chiapas. When the almost universal 
interest in rubber gained momentum after 1900, the company 
was able to find a buyer for the entire Chiapas property.*7 In 
1905 Weetman Pearson and Captain Buchanan Scott, both in- 
volved in other British enterprises in Mexico, and anxious to 
exploit an area reported to contain more than 3,000,000 wild 
tubber trees, joined with friends of President Diaz to purchase 
the Chiapas acreage from the Mexican Land and Colonization 
Company.** Pearson’s new enterprise paid £170,000 in cash and 
£30,000 in company shares to the Mexican Land concern for the 
property.*° Pearson registered the Land company of Chiapas 
in London and began to promote the venture with his customary 
vigor.” 

The Mexican Land and Colonization Company used the cash 
payments received for the Sonora and Chiapas concession to 


44 [bid. 

4° CRO, File No. 66430, Yaqui River Land and Development Com- 
any. 

46 SEL, Prospectus for the Yaqui River Land and Development Com- 
pany; Pletcher, AEA, I, 41-42. 

47 J. Fred Rippy, Latin America and the Industrial Age (New York, 
1947), p. 178. The standard work on the rubber industry is Howard 
and Ralph Wolf, Rubber, A Story of Glory and Greed (New York, 
1936). 

48 CRO, File No. 86790, Land Company of Chiapas. 

49 [bid. 
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pay off debts incurred since the company’s registration in 1889. 
The directors continued to manage the steamer service operating 
from Ensenada, a third-rate hotel in the city, and a few mining 
operations around San Quintin.’ These efforts were designed 
to reduce the liabilities of the company; hope of profit or of 
colonization on the peninsula had been forgotten. When the 
balance sheet for 1910 valued the company’s assets at £2,920,473, 
one financial journal called the summary ‘‘a ridiculous and ter- 
rible document,” challenged the figure as obviously being too 
high, called attention to the venture’s ‘bad record,’ and noted 
that only three shareholders attended the annual meeting in 
November.” 

If the records of the companies organized by Francis Pavy 
and Weetman Pearson are accurate, the Mexican Land and 
Colonization Company was fortunate to have sold its property 
at any price. There was little response in London when Pavy 
attempted to draw British capital into his Yaqui enterprise. The 
refusal of the Foreign Office to encourage Britons to invest their 
sterling in Sonoran companies, much less to emigrate to the 
state, may have been a factor in the ruination of Pavy’s plans.” 
The Yaqui River Land and Development Company was still 
on the Registrar’s list of active concerns in 1910, but the truth 
was that nothing had been accomplished on the property since 
its purchase. 

Weetman Pearson made a wrong guess concerning the Mexican 
castilloas rubber tree, a mistake that was made by investors in 
the United States and, to a lesser extent, by those in Great 
Britain. Pearson’s Land Company of Chiapas was one of six 
limited concerns organized during the Diaz era to tap the rubber 
trees native to southern Mexico. Since nearly 200 American 
companies frantically and usually unsuccessfully plunged into 
the Mexican rubber boom before 1911, Britons were lucky to 


5° SEL, Prospectus for the Land Company of Chiapas. 
51 CRO, File No. 28841, II, summary of capital and shares, 1907. 
52 Anglo-American and Mexican Mining Guide, XII (Nov. 30, 1910), 
172. 

53 GBDCR, Annual Series No. 2464. 

54 Figures and lists of companies taken from records in Bush House 
and the Public Record Office, London. 
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have escaped the castilloas fever. 

The origins of investment sprees often are difficult to uncover, 
but an article published in both the India Rubber World and 
Two Republics shortly after the American State Department 
called on its consuls for reports on the rubber situation in 1890 
typified the approach of the promoters. Matias Romero, a pol- 
itician and diplomat, saw no reason why 450 acres of land having 
100,000 rubber trees could not bring a judicious owner a net 
profit of $25,000 in six or seven years.*° According to Romero, 
thousands of wild castilloas trees with trunks measuring 78 inches 
in diameter were growing on the borders of Chiapas in low, 
damp lands under temperatures ideal for the cultivation of rub- 
ber. Profits also could be earned from side crops such as cotton 
and corn until the trees were ready for tapping. To Romero's 
statements were added a plethora of news items and advertise- 
ments in the Mexican Herald, Modern Mexico, and the India 
Rubber World, as well as the encouragement of Sir Thomas 
Lipton and Collis P. Huntington, two men known for their 
financial acumen.” 

The first two British rubber concerns in Mexico received con- 
cessions near San Juan Bautista in northern Chiapas and in 
Pochutla, Oaxaca, from the Mexican government in 1890 and 
1892.°° The Chiapas group raised only £4,380 in four years 
and forfeited its grant in 1894. The other venture, the Anglo- 
Mcxican Planting and Trading Corporation, answered inquiries 
in 1897 by saying that while their land in Pochutla ‘was now 
uncultivated,” it abounded in rubber trees, had bottom land 
suitable for rice and sugar, and was blessed with an excellent 
harbor. Unfortunately, none of these advantages could be uti- 
lized with the £7 taken by the company for shares before giving 
up its concession in 1897. 

The Foreign Office used the example of the Pochutla fiasco 


55 Two Republics, April 30, 1892. Also see Rippy, Latin America 
and the Industrial Age, p. 166. 

56 Rippy, Latin America and the industrial Age, p. 166. 

57 CRO, File No. 32230, Mexican Estates and Trading Syndicate; 
ibid., File No. 37841, Anglo-Mexican Planting and Trading Corporation. 

58 A summary of the report was made in Carden to Martin and Com- 
pany, Miscellaneous No. 1, Jan. 7, 1897, FO 203, Vol. 129. 
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to explain to prospective rubber barons that at least £10,000 
was needed to start a plantation. One British consul admitted 
that certain competent persons believed that selling rubber 
would prove a lucrative business, but he insisted that the experi- 
mental nature of most enterprises made them a hazardous invest- 
ment.*® Lionel Carden advised two London companies to send 
out experts to examine property being considered as a site for 
a rubber estate since swindles were common.” 

Weetman Pearson had more than the minimum amount of 
capital suggested by the Foreign Office, and he was not a man 
to buy property until it had been thoroughly examined. Between 
1905 and 1910 he and his friends collected £87,608 from British 
investors." A small but trained staff was sent to Tapachula, 
Chiapas, at a yearly cost of £6,000; native labor was hired to 
tend the plantation; and almost £21,000 was spent to prepare the 
estate for the day when the trees could be tapped.** The com- 
pany was still waiting when Diaz fled from the Revolution, but 
Pearson had admitted the collapse of his enterprise in 1908. 
By then many rubber men were convinced that the castilloas 
trees would not yield enough rubber to cover the cost of estab- 
lishing most plantations. The competition of British and Dutch 
producers in the Far East and the announced development of 
what apparently was a superior specie of rubber shrub in other 
sections of Mexico completed the bleak outlook presented to 
investors at the company’s annual meeting in 1910. W. D. 
Pearson was not the last Briton to try his luck with the castilloas 
tree. In 1907 a company that originally planned to operate in 
Chile instead purchased 20,000 acres in Veracruz from a Mex- 
ican promoter in the capital of the state.°* Two hundred peons 
were employed to clear land and plant 34,000 large trees on 
the Mano Marques estate in 1908.°* Machinery was brought 
from England and plans were made to augment the rubber 
bonanza by establishing a trade in rice, cotton, and coffee. It 


5° Consul Stronge to Martin, Feb. 16, 1898, FO 204, Vol. 266. 
6° Carden to Bennett Brothers, Miscellaneous No. 60, May 12, 1897, 
FO 203, Vol. 129; Carden to A. Evans, June 15, 1897, FO 203, 
Vol. 129. 

61 CRO, File No. 86790, balance sheet, 1910. 

62 [bid. 
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was possible, according to the managing director, that gold would 
also be found on the property. The exploitation of the prop- 
erty and the capital reserves of the company came to an end 
at the same time in 1910. None of the concern’s trees were 
ready for tapping and directors were preparing a request for 
further contributions when news of the Revolution reached 
London.*® 

Only one Limited rubber company seemed to have a future in 
1910. German capitalists and scientists began to experiment with 
the guayule rubber shrub in northern Mexico in the early 1900’s.°° 
In 1909, following their researches in Saltillo, Coahuila, and in 
San Luis Potosi near the Mexican National Railway, the Germans 
were able to produce 2,181,277 pounds of crude rubber from 
the guayule shrub. It was decided to expand operations by 
raising capital through a British limited company. A syndicate 
in London was given the job of registering the Guayule Rubber 
Company on April 6, 1910. The £248,468 that was subscribed 
for shares within a few months came mainly from banking 
houses in Berlin, Paris, and London. The company announced 
a dividend of 4 per cent on its capital in December, 1910, an 
announcement that gave it solitary uniqueness among limited 
rubber concerns.® 

* * * * ** * 

Britons in the banking, shipping, or machine supply business 
and those who went out to supervise or manage the limited 
companies may have profited from the dabblings of their coun- 


68 CRO, File No. 79239, Chilean Exploration and Development Syn- 
dicate. 

64 Anglo-American and Mexican Mining Guide, XI (Jan. 31, 1908), 
11-12. 

65 CRO, File No. 79239; Stock Exchange Year-Book, 1911 (London, 
1911). Also see File 104031, San Cristobal (Mexico) Rubber, To- 
bacco, and Estates Company. 

66 SEL, Prospectus for the Guayule Rubber Company; CRO, File No. 
108932, Guayule Rubber Company. 

67 [bid. 

68 Stock Exchange Year-Book, 1911 (London, 1912). Articles sum- 
marizing the experiments on the guayule shrub are found in India 
Rubber World, XXXVIII (Sept. 1, 1908), 395-96; sbid., XXXIX 
(Oct. 1, 1908), 21. The Guayule Rubber Company paid dividends be- 
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trymen in the enterprises described. The man who risked his 
capital in these companies as an investor rarely received any 
returns for his trouble. The British ventures, with one excep- 
tion, were not ruined by chicanery; it is impossible to explain 
the overall picture on this basis. The Mexican Land and Col- 
onization Company, larger than all the other concerns combined 
in terms of capital and numbers of shareholders, did not enjoy 
harmonious relations with the Mexican government, suffered 
through the economic vicissitudes of the early 1890's, and owned 
property that held no attraction for European colonists. Other 
companies were unable to raise enough capital in Britain to begin 
operations in Mexico. Some were registered in London at pre- 
cisely the time when the money market was tight and never got 
beyond the directors’ table. This was true of some of the rubber 
companies, but even without this problem Weetman Pearson and 
others were victims of the failure of the castilloas experiment. 
The importance of many factors cannot be measured. The For- 
eign Office sensibly refused to portray Mexico in terms that 
would lure Britons to the Republic. The examination and selec- 
tion of land by some companies may have been done in haphazard 
fashion. Perhaps the American dollar picked off the more attrac- 
tive ranch and farm sites. Finally, one wonders how vigorously 
the British companies really worked to make their properties pay 
dividends. Were first-rate managers and technicians sent to 
Mexico to handle company affairs? To how many Britons was 
the investment in Mexican enterprise a sdieline from which one 
could retreat quickly if the profits did not begin to appear in 
a few months? 

The fact that eleven British companies were listed at the 
Company Registration Office in 1910 was misleading. Only 
two ventures were active in the Republic. 


fore World War I. The castilloas tree is discussed in ibid., XLII (Sept. 
1, 1910), 410. The number of British rubber ventures declined ails 
after 1910. By 1925 Britons had less than £300,000 invested in rubber 
companies in Mexico. 
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The Motivation Underlying 
Foreign Investment 
By Wendell Gordon* 


Why are foreign investments made? The problem has fre- 
quently been dealt with in economics literature. It is the purpose 
of this article to attempt to show that the explanations which 
have been given to explain the motivation of foreign investment 
are at best superficial, at worst contrary to fact. 

If the profit motive is assumed, the obvious truism is that 
foreign investment occurs because the profit rate will be higher 
on the foreign than on an alternative domestic investment. For 
this proposition to have any substantive content, however, some- 
thing by way of explanation of the why and wherefore involved 
in the profit rate difference must be added. Since it seems to 
be true that developed countries have net foreign investments 
in underdeveloped countries and underdeveloped countries are 
net debtors, the obvious next step is to say that profit rates and 
interest rates are higher in the underdeveloped countries than in 
the developed countries, and this circumstance has attracted a net 
movement of foreign investment from developed to underdevel- 
oped countries. 

This in fact has become the stock position in the matter. It 
is the position of both orthodox econornists and of Marxists. 
It is the position of orthodox economists both of the older and 
of the modern generation. It has been the position of modern 
economists of both the Ohlin and the Keynesian persuasion. 
I shall merely quote from an economist of the Ohlin school of 
thought and from one of the Marxist as evidence of what surely 
is a generally recognized point of view. Iversen writes: * 

. the immediate “cause” which calls forth an interna- 
tional capital movement is usually a difference between 
interest rates of two countries, which is large enough to out- 
weigh the costs of transfer occasioned by the obstacles to 
such capital flows. 


* Professor of Economics, The University of Texas. 
1Carl Iversen, Aspects of the Theory of International Capital Move- 
ments (Copenhagen: Levin and Munksgaard, 1936), p. 93. 
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And Paul Sweezy writes: * 

Clearly the capitalists in low-profit countries—generally 
speaking the countries in which accumulation has already 
gone farthest —will export capital to the higher-profit 
countries. 

How can a proposition on which the Capitalist and Communist 
economists are in agreement, and which is also intuitively self- 
evident, be wrong? 

A moment’s thought, perhaps, will indicate a difficulty. 

In order to explain a net foreign investment by the developed 
countries in the backward countries, people trained to think of 
foreign investment as something that has moved from the devel- 
oped countries to the underdeveloped countries have to bait the 
attracting trap with the proposition that interest and profit rates 
are in general higher in the underdeveloped than in the developed 
countries. Otherwise they might not have a proposition that 
would explain the prevailing direction of movement. 

The explanation as to why profit rates are lower in the more 
developed countries has a long and respectable background. It 
stems at least from the Ricardian explanation alleging a tend- 
ency toward a declining profit rate. If the more developed coun- 
try experiences the chief or earlier impact of the declining profit 
rate, a force has been identified which would tend to show why 
interest rates and profit rates might well be lower in developed 
than in underdeveloped countries. The Marxists, as is well- 
known, took this proposition over with enthusiasm. They then 
used the concept of the declining profit rate in the developed 
country to serve as the heart of their explanation as to why the 
capitalist system must inevitably fall. And, along the way in 
this line of argument, Lenin used the pressures generated by the 
declining rate of profit to explain an alleged desperate need on 
the part of the capitalist countries to find higher profits on for- 
eign investments. Of course, in the Marxist argument, the 
higher-profit-rate foreign sites of investment provided only a 
temporary escape from the workings of the inexorable falling 
rate of profit. 

Let us speculate a little about the empirical data which are 
available to indicate the actual relationship among interest and 
profit rates between debtor and creditor countries. (The reader 


?Paul M. Sweezy, Theory of Capitalist Development (New York: 
Oxford, 1942), pp. 291-2. 
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should continually remember in this discussion that for these 
differences to explain a net movement in one direction they 
should establish the existence of a lower pattern or rates and 
profits in the creditor countries. At least in the general setting 
of the accepted argument, this should be true.) 

High interest rates on consumer loans in India,’ the Latin 
American countries, and so on, are frequently pointed to as evi- 
dence of high interest and profit rates in the backward countries. 
The loan shark in the village in the backward country undoubtedly 
bleeds his victim. But so does the loan shark in the developed 
country. And the definitive study of loan shark rates that would 
indicate where they are actually higher is yet to be made. 

It is frequently said, and probably correctly, that commercial 
bank interest rates run higher in debtor and underdeveloped 
countries than they do in creditor or developed countries. But 
one has not said enough when he says that the interest rate in 
Chile on a reasonably high-grade commercial loan is 10 per cent, 
whereas in the United States on a similar loan it would be only 
6 per cent. By and large inflation is going on at a more rapid 
rate in a country such as Chile than it is in the United States. 
If, in the year to which the 10 per cent and 6 per cent interest 
rates apply, the rate of inflation in Chile happens to be 5 per cent 
higher than the rate in the United States (and this is more 
likely the situation than not), one could conclude that the real 
interest rate in Chile is actually lower than the real interest rate 
in the United States. 

Ostensibly, interest rates in debtor countries look higher than 
they are in, say, the United States; but, when correction is made 
for price level change, it is likely to appear that the real interest 
rate is very nearly zero in the debtor or backward country. But 
again all that we really know on this point is that the people 
who glibly allege the existence of lower interest rates in the 
developed countries have not done the comprehensive empirical 
studies necessary to prove their case. 

What of the long-term interest rates applicable to international 
bond flotations? Ohlin has affirmed: * 

In northern and western Europe industry is paying about 

5 per cent for borrowed capital in 1930, whereas not fur- 

ther away than in the Baltic nations the level is four or five 

times as high. 


$ Joan Robinson, The Rate of Interest and Other Essays (London: 
Macmillan, 1953), p. 3. 
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Many other writers have also alleged the general truth of the 
proposition that interest rates on long-term investments are 
higher in debtor than in creditor countries, and they have sub- 
stantiated their argument with miscellaneous examples. One of 
the standard examples is that, for the United States in the active 
lending period of the 1920's, the interest rate on new foreign 
dollar bonds ran about 6.5 per cent while the interest rate on 
newly issued domestic bonds ran about 5.75 per cent. One 
might quibble as to whether this is enough difference to cover 
the additional trouble and bribery involved in a foreign issue, 
but let us not pursue that particular tangent. 

There has been at least one significant. study denying the 
existence of the required interest rate difference during one of 
the world’s major foreign lending periods. This is the 1888-1913 
period and the country involved is Great Britain. R. A. Lehfeldt 
has concluded for this case that the evidence failed to reveal 
that “foreign share investments were more profitable than domes- 
tic ones.””* (I am not unaware that a scholar such as Cairncross 
has alleged the contrary with regard to this period. But, for the 
moment, all I am trying to do is to indicate that the case that 
there is such an interest rate difference has not been established.) 

With regard to profit rates: On this point I am tempted to 
be rather dogmatic. Average profit rates are lower in the debtor 
and underdeveloped countries than they are in the creditor and 
developed countries. If direct investments moved from coun- 
tries of low average profit rates to countries of high average 
profit rates, they would be moving (net) from the present debtor 
countries to the present creditor countries. Anyone who will 
visit one of the underdeveloped countries with eyes that see knows 
that this is and must be the case. Subsistence agriculture is and 
has been the dominant industry in those countries. The profit 
rate in subsistence agriculture is obviously and palpably very 
nearly zero. Even allowing for notoriously high profit rates in 
distribution and manufacturing in the underdeveloped countries, 
the counterweight of low profit rates in subsistence agriculture, 
public utilities, and transportation provides a reasonable basis 


* Bertil Ohlin, Interregional and International Trade (Cambridge: 
Harvard University Press, 1933), p. 275. 

°R. A. Lehfeldt, “Rate of Interest on British and Foreign Invest- 
ments,” Journal of the Royal Statistical Society, LXXVI (December 
1912), pp. 196-207. 
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for alleging that average profits in underdeveloped and debtor 
countries are not higher than they are in the United States and 
western Europe. 

Profits (real profits), real wages, and most of the other things 
that matter are in greater abundance in the wealthy, prosperous 
countries of opportunity. And anyone of the 2 billion people 
in Asia, Africa, and Latin America knows which those countries 
are. Interest and profit rates are higher in the countries expe- 
riencing the fastest rate of growth. And, if there is any pre- 
sumption (given our factual ignorance), it ought to be that 
interest and profit rates are higher in the countries that are and 
have been growing faster. Ohlin, Iversen, Sweezy, Lenin and 
others, who have predicated the motivation for the foreign invest- 
ment of years gone by on the assumption of differences in average 
interest and profit rates were treading on extremely treacherous 
ground. There may have been isolated examples of such differ- 
ences, but their role in explaining the process was surely super- 
ficial rather than fundamental. 

One obvious point for criticism in the traditional explanation 
of foreign investment motivation is the use that has been made 
of national-average interest and profit rate differentials as pro- 
viding the basic explanation for the net direction of movement. 
Of course individual investors do not invest in an average profit 
rate or interest rate; they invest in particular properties or secu- 
rities. Investment decisions are made project by project. And 
all one needs to do to explain a particular investment is to say 
that it is more profitable than some alternative open to the 
investor. But, as has been implied earlier in the article, this 
approach provides no explanation of the direction of movement 
of foreign investment in general. It does not explain the nation- 
ality of the person privileged to make the potentially profitable 
investment. Why do United States and British investors control 
Venezuelan oil—rather than its being controlled by Venezuelans 
or Brazilians? Anyone who replies that the Venezuelans and 
Brazilians do not have the money to invest has not made much 
contribution to explaining the matter. For one thing, any idiot 
knows that bolivars are not in short supply in Venezuela and 
cruzeiros are not in short supply in Brazil. Also there is nothing 
wrong with the intelligent quotients of either Venezolanos or 
Brasileiros. 
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Actually in all this discussion, I am not intending to deny the 
validity of the profit motive to the particular investor in con- 
nection with the particular investment, neither is it my intention 
to question his judgment. However, it may well be that a sub- 
stantial proportion of foreign investment, especially that by the 
United States government, is not profit motive motivated at all. 


But with regard to the segment that is profit motive motivated, 
you cannot explain the direction of movement of capital by 
reference to average interest and profit rates, and you cannot 
explain the nationality of investors by reference to profit rates 
project by project. In terms of broad historical perspective the 
problem is to explain why countries which in 1650 (such as 
England in relation to Spain or the United States in relation to 
Latin America) were more or less on a par in terms of economic 
development, debtor-creditor status, and perhaps interest and 
profit rates as well—although we have no special data on that 
point—developed in such wise that England and the United 
States became the creditors and Spain and Latin America the 
debtors. Explanation of current debtor-creditor status has to be 
in terms of historical perspective; and the interest-rate-profit-rate 
comparisons cannot explain the development in historical per- 
spective without relying on more fundamental institutional and 
technological theories for basic explanations. 

It is my purpose to claim that, for basic explanation of the 
pattern of foreign investment, we must look to underlying tech- 
nological and institutional factors. 

Institutional attitudes have affected the willingness of people 
with savings, especially in underdeveloped countries, to put their 
money in the growth segments of the economy, segments such 
as manufacturing. Manufacturing and commerce have been prof- 
itable types of activity in the underdeveloped countries. Yet, 
people in those countries have not been attracted to invest in 
those sectors. In Latin America, for example, the individual 
with savings has preferred investment in land, or mortgages, or 
in foreign bank balances. This has been so in spite of low profit 
and interest rates in those areas. Land gave prestige, a consid- 
eration which outweighed the profit rate element. Actually 
this might be taken as indicating that, even in limited lines of 
activity, you have to look to something more fundamental than 
the rates of return themselves in many cases to motivate invest- 
ment. In the debtor countries for the last two hundred years, 
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institutional, social, and political considerations have had a far 
more important influence than profit maximization in determining 
into what channels domestic funds would go. And one of the 
significant institutional factors of the past has been that domestic 
investors have simply not been interested in the same types of 
investments as have interested foreigners. 

Or, in a creditor country, investors may simply be institutionally 
biased in favor of foreign invetsment. Day, writing about Brit- 
ain, has said: ° 

It is an odd situation where British savings cannot be used 
to build milk bars and luxury flats in London, but can easily 
be used to build them in Sydney and Johannesburg. 

Many other types of situations might be mentioned to indicate 
the greater importance of institutionally determined attitudes in 
relation to interest rate and profit rate differences. The flight of 
funds owned by political refugees would be quite unrelated to 
profit considerations. The rulers and ruling classes in politically 
unstable countries are likely to keep large sums of money abroad 
as a precautionary measure in anticipation of a rainy day. King 
Farouk, Peron, Pérez Jiménez, and Batista have recently demon- 
strated that this is a rewarding practice. 

It turns out that the train of thought of the preceding para- 
graphs leads to the identification of some factors, beside profit 
and interest rate considerations, that might motivate investment. 
But that train of thought does not explain the direction of net 
movement of foreign investment in the last two hundred years 
and it does not provide the basic element we are looking for. 

That basic element is the relative state of development plus 
closely related power considerations. Let us use Britain as an 
example of what is involved. That country in the early part 
of the nineteenth century had developed manufacturing tech- 
niques considerably more advanced than those in use in the rest 
of the world. English investment in the Mexican mining industry, 
for example at Pachuca in the 1820's, occurred largely because 
Englishmen had the technical knowledge needed to run the 
mines. There almost certainly was no meaningful comparison 
of average profit rates in England and Mexico involved in the 
decision making. But the Mexicans were ruled out as investors 


6A. C. L. Day, The Future of Sterling (Oxford: Clarendon Press, 
1954), p. 105. 
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because of the lack of technical knowledge needed for pumping 
water out from deep down in the shafts in mines that had 
already been worked for three hundred years or longer. The 
investment in Mexican mining was, from the British point of 
view, a by-product of developments in England, the important 
characteristics of which were the combining within England of 
(1) rapidly advancing technical knowledge, (2) an institutional 
arrangement that permitted industrial development, and (3) 
possession in reasonable abundance of the raw materials which 
were most important for economic development circa 1800 (coal 
and iron, and the humid climate of Lancashire). The level of 
living was probably rising more rapidly in England than any- 
where else in the world during those years (although income 
distribution may have left something to be desired). And it is 
a reasonable guess that profits were also high in England relative 
to the rest of the world—grind them as you will: monetary 
profit, real profit, or as profit rates. 

Capital flowed out of such a country, if it flowed out, not 
because profit rates were on the average higher in Mexico than 
they were in Britain, but for a slightly different reason. They 
flowed out because the Englishman, in an already profitable 
situation, had an option between expanding his investment in 
Britain or expanding it abroad. The Englishman had the tech- 
nical knowledge necessary to make this a meaningful option to 
him. To the Mexican it was an inaccessible option due to the 
lack of technical knowledge. Whether he would or not, the 
Mexican could not opt to invest in the mines at Pachuca. On 
the other hand the Englishman’s choice might well involve a 
profit rate comparison. But it was not a comparison between 
average profits in England and abroad. It was a choice that 
involved comparing the profitability of an expansion in activity 
where some of the expansion was abroad. Also he would be 
comparing the future profitability of a complex organization 
that might include both domestic and foreign elements with 
the future profitability of a complex organization which might 
contain only domestic elements. Again, there would be elements 
in this picture that represented an inaccessible option so far as 
the country that was lagging industrially was concerned. The 
Mexican in the 1830’s simply could not think in terms of the 
effect on his steel industry profits of acquiring mines in Mexico. 
He did not have the steel industry to start off with. 
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(Or, to cite a modern example of the same thing, you might 
say that it was technologically determined that the United States 
and British oil companies would come to control and operate 
the properties in the Middle East rather than that the Arabs, 
Iranians, Iraqis, and so on, would develop the properties them- 
selves. ) 

England had, in the early nineteenth century, the technical 
knowledge, the productive capacity, the equipment, and the man- 
ufactured goods. Ergo, if those things were going to flow one 
way or the other, they had to flow out from England. Barbara 
Ward wrote fairly recently: ” 


It did not take much more than a couple of decades to 
provide the country [England in the early nineteenth cen- 
tury} with a very adequate network of railways—that first 
and most typical enterprise of the Industrial Revolution— 
and once Britain was supplied, the enterprising railwaymen 
went abroad. 

The Englishmen of the nineteenth century were in a better 
position than other people to seek out and exploit the opportuni- 
ties for profit that the Industrial Revolution, which had developed 
in England, had itself created. This was, in some part, because 
a foreign investment (especially a direct investment) is not 
likely to be a separate and independent profit-making unit— 
sufficient unto itself. It is rather more likely to be a facet of 
a far larger pattern of activity which centers in the more devel- 
oped country. The operation centering in the more developed 
country is likely to be more profitable as a result of the foreign 
investment than it otherwise would be. But it would be rather 
difficult to measure and assign a certain percentage of profit- 
ableness to the part of the activity which is foreign by com- 
parison with the part which is domestic, the two facets of the 
operation being complementary. 

Also, it should be noted that, in such a situation, it would 
be difficult for non-Englishmen to take advantage of the foreign 
investment possibility at all, since they do not have their finger 
in the far more important part of the pie back in the developed 
country. 


7 Barbara Ward, The West at Bay (New York: Norton, 1948), p. 24. 
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Thus, in cases where there is a meaningful prof: rate com- 
parison it is a before-and-after type comparison in which a 
potential investor compares two alternatives. And it does not 
involve, in any meaningful, way the comparison of average inter- 
est or profit rates as between countries, or even a comparison 
of foreign and domestic profits in a limited and precise sense. 

It remains however to take the power element into account. 
The country with economic and political power in the world 
provides a climate in which its citizens are freer to negotiate 
foreign investments than is the case with the citizens of weaker 
countries. Also, quite apart from the possibility of anything 
as crude as military intervention, the foreign investments of the 
citizens of powerful countries are safer and freer to growth than 
is the case with the property of nationals or the foreign invest- 
ments of the citizens of weaker countries. Let me illustrate 
with the case of the Mexican land redistribution program of the 
period 1910 to date (or virtually to date). United States citi- 
zens who lost land in the program received a very substantial 
measure of compensation. Spanish citizens and Mexican na- 
tionals who lost land in connection with the same program went 
virtually uncompensated. 

Economic and political power has contributed to providing 
the setting which has facilitated the foreign investment of some 
at the expense of others. 

The conclusion seems reasonable that most of the growth of 
foreign investment is dependent on relative national power 
(which in turn is dependent on relative technological advance- 
ment). If the relative power position is maintained, the for- 
eign investment will grow. If the relative power position is lost 
(because of a relative loss of technological and industrial posi- 
tion), the foreign investment will be lost by default, expropria- 
tion, or liquidation by agreement—such as -happened to the 
British investment in Argentine railroads in the late 1940's. 

Interest rate and profit rate factors may or may not exist as 
superficial explanation as to why foreign investments occur. 
But basically the pattern of foreign investments (who is in net 
debt to whom) is determined by the relative stage of develop- 
ment in different countries. The nationals of the stronger coun- 
tries are, by and large. the creditors of the nationals of the 
weaker countries. 








